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Preface

This report projects California's fiscal future over the coming decade. We

assume that current demographic and economic trends, tax policies, and

mandated spending programs will continue through the next decade, and we

project their implications for state General-Fund revenues and spending through

2005. We do not attempt to forecast the business cycle and consequent variations

around the long-term trends. Nor do we address the effects of proposed federal

or state policy changes on the trends. In sum, we do not try to forecast what the

state's fiscal condition will actually be in ar future year. Rather, our objective is

to determine whether the state's current fiscal policies and programs are

consistent with the constellation of forces that will bear on the state's long-term

fiscal future.

The study is designed to help decisionmakers assess the long-term implications

of current policies and programs. The report should be of interest to

policymakers concerned for the state's overall long-term fiscal future and to

policymakers interested in the viability of specific policies and programs.
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Summary

What do California's well-publicized fiscal problems actually mean? Are they
merely transitory effects of a recession or signs of a bleak new era for the

"Golden State"? To help answer that question, we analyzed the trends that will
shape the California budget over the next several years.

Specifically, we assume that current demographic and economic trends, tax
policies, and mandated spending programs will continue through the next
decade, and we project their implications for state General-Fund revenues and
spending through 2005. We do not address the problems of balancing the budget
in any given year. Rather, our objective is to determine whether the state's
current fiscal policies and programs are consistent with the constellation of forces

that will bear on the state's fiscal future.

Three trends appear likely to dominate the state's long-term fiscal condition:

State revenues will growbut only moderatelyin the foreseeable future.

"Receiver populations" (the elderly, school-age children, and others who
tend to depend on state aid) will grow at least as fast as revenues.

Corrections costs, primarily the costs of building and operating state prisons,
driven by "three strikes" legislation, will skyrocket.1

These trends have unsettling implications: Because the demands that mandated
programs make on the budget will grow considerably faster than revenues, these
programs will consume an increasing share of the budget. There will be a
growing squeeze on public services. The resulting pinch will be especially
painful because the battle for funds will be fought over the relatively small
portion of state spending that remains open to change.

In FY94, three major spending categorieshealth and welfare, corrections, and
K-14 educationaccounted for 80 percent of the General Fund. Roughly 10
percent of the General Fund went to higher education, primarily the University
of California and the California State University systems. State spending for all
other purposes, including all three branches of government, accounted for

1Califomia's three-strikes law mandates 25 years to life in prison for anyone convicted of a
felony following two prior convictions for serious crimes.



another 10 percent of the total. If current laws and policies do not change, our

best estimates for 2005 place health and welfare spending at 32 percent,

corrections at 20 percent, and K-14 education at 39 percentfor a total of 91

percent of the state's budget. The 20 percent of the budget that was available for

higher education and all other government functions will be cut by more than

half.

The implications for education are particularly troublesome. If we expect high

teclmology to fuel economic growth, California needs a strong education system.

But California has lagged behind most other states in K-12 funding per pupil for

well over a decade and now provides fewer dollars in absolute terms to higher

education than it did in 1988. Our analysis implies that the state will be hard-

pressed to increase per-pupil spending in K-12 education fast enough to keep

pace with inflation. If, as is likely, other states increase real spending per pupil in

the future, California will likely fall further behind the rest of the nation.

Similarly, if current trends persist to 2005, the University of California and the

California State University systems will have to turn away more than 135,000

full-time-equivalent students while California's community colleges will turn

away another 180,000 full-time-equivalent, degree-credit students. California's

long-term budget constraints may be limiting its future economic grc wth by

limiting its investments in education.
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1. An Overview of California's Fiscal
Future

California has encountered severe fiscal problems for the past five years. With
the economy mired in a deep recession, state General-Fund revenues were
virtually flat between 1990 and 1995 while demands for state support continued
to grow. The result has been a series of budget deficits and cuts in state support
for a wide variety of activities.

The state economy is beginning to improve and General-Fund revenues will
likely grow as the economy expands. But a combination of demographic changes
and spending mandates implies that demands for state support will also grow,
possibly faster than revenues will. And if spending demands do grow faster
than revenues, the state's fiscal problems may continue, despite the improved
economy. To help decisionmakers assess the state's fiscal future, we examined
the trends that will shape the California budget over the next several years.

Our objective is to assess the long-term implications of current policies and
programs. Specifically, we assume that current demographic and economic
trends, tax policies, and mandated spending programs will continue through the
next decade, and we project their implications for state General-Fund revenues
and spending through 2005. We do not attempt to forecast the business cycle
and consequent variations around the long-term trends. Nor do we address the
effects of proposed federal or state policy changes on the trends. In stun, we do
not try to forecast what the state's fiscal condition will actually be in any future
year. Rather, our objective is to determine whether the state's current fiscal
policies and programs are consistent with the constellation of forces that will
bear on the state's long-term fiscal future.

This chapter provides an overview of the results of our projections and their
implications for California's fiscal future. Subsequent chapters provide detailed
discussions of the methods we used to arrive at the results presented below.

Current and Future Demands on the State Budget

We focus on California's General Fund because it contains the funds open to state
control. The General Fundabout $42 billion this yearis the money the
governor and the legislature can debate about, allocate among various activities,



and generally control to some degree. The other types of state spending are

essentially not under state control. Almost $30 billion of total state spending is,

in fact, federal spending, such as Title I aid to education, which the state simply

passes on to local governments without influence. Another $14 billion consists of

special funds. These funds are revenues restricted by law for particular functions

or activities of government, such as motor vehicle revenues earmarked for

highway construction and maintenance. Because the revenues paid into a

Special Fund may be used only for the purposes specified in the legislation

establishing that fund, the General Fund is effectively the state budget.

General-Fund revenues grew rapidly through the 1970s and 1980s, largely

because rapid growth in personal incomes resulted in even more rapid growth in

state income taxes and sales taxes. These two revenue sources now account for

just under 80 percent of General-Fund revenues, up from about 60 percent in the

early 1970s. But much of that growth in personal income was driven by

favorable demographic trends that are not likely to continue as forcefully into the

future. The fraction of the state's population in the prime working agesand

thus the prime earning yearsgrew rapidly into the mid4980s, then flattened

out. Current demographic projections imply that the percentage of the

population in that age group will start to decline in the near future. Accordingly,

the rates of growth in personal income and, consequently, state income taxes and

sales taxes will likely be significantly lower over the coming decade than they

were in the 1970s and 1980s. As Figure 1.1 shows, if revenues from other sources

continue to grow in the same proportion to personal incomes as in the past, the

General Fund will grow moderately, at best, through the next decade.1

State spending in three major areashealth and welfare (H&W), corrections, and

K-14 educationis effectively mandated in the sense that factors outside the

state's control largely determine what the state must spend in each area. The

federal government contributes substantial funding for the major health and

welfare programs operated by the state, provided that the state meets various

matching requirements. If California spends less than the required amount on

one of these programs, it risks losing the federal support for that program.

Although the state has been successful in reducing benefit levels in several health

and welfare programs over the past decade, federal matching requirements

inhibit further reductions. Determinate sentencing and "three-strikes" legislation

determine the time a convicted felon must serve in state prison. And a series of

state and federal court decisions limits the state's discretion in the treatment of

1Our estimates of growth in personal incomes and General-Fund revenuesthrough the end of

the decade are very similar tc other published estimates. We are not aware of any other attempts to

project either personal incomes or General-Fund revenues beyond Fiscal Year 2000.
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Figure 1.1GeneralFund Revenues Will Grow Moderately

prisoners and, hence, in corrections costs. Propositions 98 and 111 establish
spending requirements for K-14 education. The state must make up the
difference between the spending requirements and the property tax revenues of
local school districts and community colleges. The state can, and has, required
cities and counties to tum over some of their property tax revenues to K-14
education, easing its financial obligations to the schools. But the fiscal concerns
of cities and counties clearly limit the state's ability to obtain further relief from
its Proposition 98/111 obligations.

Last year2 (Fiscal Year 1994), fully 80 percent of the General Fund was allocated

to these three spending categories: Health and welfare accounted for 33 percent,
corrections for 8 percent, and K-14 education for 39 percent. State spending for
all other purposes, including higher education (primarily the University of

California and the California State University systems) and the costs of operating
all three branches of government, accounted for only about 20 percent of the total
(see Figure 1.2). Table 1.1 shows how spending on these categories has changed
over the past 25 years.

The critical question now is how spending in these categories is likely to grow.
For health and welfare, the story seems simple: Although benefit levels have
been decreasing over the past decade, the size of eligible populations has been

2Complete data on General-Fund spending this year (FY95) are not yet available.
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Table 1.1

How the Spending Distribution Changed over the Past 25 Years

Share of General Fund (%)

Budget Category FY 70 FY 81 FY 94

Health and Welfare 30 33 33

Corrections 4 3 8

K-14 Education 37 40 39

Higher Education 14 10 10

Other 15 13 10

increasing. The number of Californians over age 65 will continue to grow

sharply, as will other dependent populations. During recessions, when

California's overall unemployment rate has increased, participation rates in

"means-tested" programs has also grown. However, when unemployment

decreased during recoveries, participation rates did not decrease

correspondingly (see Figure 1.3). As a result, the increase in beneficiaries has

outweighed the effects of reduced benefit levels.
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Figure 1.4 shows that, if these trends continue, demands on health and welfare
spending are likely to grow at least as fast as state revenues.3 Because the
magnitude of spending in each category differs, we base the comparison on an
index, rather than on absolute amounts, to compare spending increases in these
categories with increases in General-Fund (GF) revenues. For all categories, 1994

serves as the base year. Thus, an index value of, say, 140 for spending on health

and welfare indicates that, in a given year, health and welfare expenditures
represent 140 percent of 1994 expenditures.

When determinate sentencing was introduced in the early 1980s, corrections'
share of the budget began to grow rapidlyfrom about 3 percent in the early
1980s to 8 percent in 1994. With the state's new three-strikes legislation4 and
ballot initiative (Proposition 184), that share is likely to increase even more. We
estimated the number of prisoners the state will have to accommodate if these
laws are enforced as written5 and the consequent operating and capital costs,
assuming the eventual prison-construction bond issues are approved: As shown
in Figure 1.5, annual corrections' spending will increase fourfold by FY05,
bringing corrections' share of the budget to roughly 20 percent.

3We are not aware of other projections of General-Fund health and welfare expenditures beyond
the coming year.

4For a description of the "three-strikes" law, see Chapter 4.
5Our estimates of future corrections costs assume that the Three Strikes law is implemented as

written. The California Department of Corrections' projections of prison populations through Fiscal
Year 1999 are lower than ours. The department does not spell out the assumptions underlying its
projections.
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We can forecast spending on K-14 education with more certainty than spending

on other categories because the state constitution defines a key variable: Taken

together, Propositions 98 and 111 define minimum spending per pupil.

Demographic trends suggest that total enrollment in California public schools
will grow by 30 percent over the next decade. This means that, given reasonable
expectations for property tax collections, the amount needed to meet the
minimum K-14 spending requirement during that time will grow about as fast as



7

General-Fund revenues and will consume a roughly constant share of the fund

(see Figure 1.6).6

These projections show that if current policies and programs continue into the
future, the state's budgetaly picture will become increasingly problematic.
Because spending on health and welfare and K-14 education will grow about as
fast as will General-Fund revenues, and corrections costs will grow much faster,
the share of the budget going to these three areas will grow throughout the next
decade, leaving less and less for higher education and all other government

activities.

Table 1.2 puts these trends in perspective: If current laws and policies do not
change, our best prediction for 2005 places health and welfare spending at 32
percent, corrections at 20 percent, and K-14 education at 39 percentfor a total
of 91 percent of the state's budget.7 If the state is effectively required to spend
about 91 percent of its budget on health and welfare, corrections, and K-14
education, the share of the budget available for higher education and all other
government functions will be cut in half. How the remaining 9 percent that is left

200
GF revenues
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Index Required GF

100 expenditures for K-14
80
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40

20

0
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Figure 1.6Expenditures for K-14 Education Will Rise as Fast as State Revenues

6Our estimates of the K-14 expenditures required by Propositions 98 and 111 through the end of
the donde are very similar to other published estimates.

7 Appendix A provides results of analyses to test the sensitivity of these estimates to underlying
assumptions.



Table 1.2

By FY05, Cupboard Is Bare for Rest of Government

q-iare of Genera/ Fund (%)

Budget Category FY70 FY81 FY94 FY05

Health and Welfare 30 33 33 32

Corrections 4 3 8 20

K-14 Education 37 40 39 39

Higher Education 14 10 10 ?

Other 15 13 10 ?

will be divided between these two categories is not clear.8 But it is clear that

current laws and policies, if continued, will dramatically reduce the share of the

state's General Fund going to these categories.

Implications for the State's Fiscal Future

Three trends appear likely to dominate the state's long-term fiscal condition:

General-Fund revenues will growbut only moderatelyin the foreseeable
future.

"Receiver populabons" (the elderly, school-age children, and others who

tend to c1( ?end on state aid) will grow at least as fast as revenues.

Corrections costs, driven by three-strikes legislation, will skyrocket.

What do these trends mean for the state? Demands for state support are likely to

grow faster than revenues will. There will be a growing squeeze on public

services. Because the spending for mandated programs will grow considerably

faster than revenues, these programs will consume an increasing share of the

budget. The resulting pinch will be especially painful because the battle over
funds will be fought over the relatively small portion of state spending that

remains open to change.

Where does this leave the other activities supported by state government? We

considered two scenarios: Under an optimistic (from higher education's
perspective) scenario, higher education's share declines to 5 percent, half its

current share, over the next decade. This leaves only 4 percent in 2005 for other

8The stated goal of the California Master Plan for Higher Education is to provide every
Californian who might benefit with access to higher education (California State Department of
Education, A Master Plan for Higher Education in California, Sacramento, 1960.) But neither the plan
nor any subsequent legislation requires the state to allocate the funds necessary to achieve that goal.
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demands on the General Fund. Under a pessimistic scenario, we assume that
"other" is allocated 6 percent in 2005, leaving only 3 percent for higher education.

In the optimistic scenario described above, the share of the General Fund going
to higher education falls half a percentage point per year, to 5 percent in 2005.

We assume that the University of California (UC) and the California State
University (CSU) divide the higher-education budget as they do today, that the
percentage of Californians attempting to enroll in each system remains constant
(for every demographic group), and that each system's cost per student remains
the same. Given these assumptions, by 2005 the UC and CSU systems would be

turning away about 135,000 full-time-equivalent students annually. California's
community colleges will turn away another 180,000 full-time-equivalent, degree-
credit students each year. In the pessimistic scenario, higher education's share of
the budget declines seven-tenths of a percentage point per year, to 3 percent in
2005. In this case, California's public higher education systems will turn away
over 400,000 full-time-equivalent, degree-credit students each year (see Figure

1.7).

This is not to say that California's public colleges and universities will, in fact,
turn away more than 300,000 students in 2005. Presumably, UC or CSU or the
community colleges could become more efficient and lower their costs per
student, could save money by reducing quality, and could raise tuition
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Figure 1.7Access Deficits Will Soar for State's Public Higher Education



more than they already have. However, our estimates do suggest that emerging

constraints on state funding may require massive changes in the state's higher

education institutions.

The situation would of course improve with a return of the high growth rates

California once took for granted. Most economic analysts, however, think that

occurrence is unlikely. Although the recession has ended, moderate growth in

state revenues is the likely outlooknot the kind of sky-rocketing increase that

could change the broad budget outlook in the long term. In his 1995-96 budget,

Governor Wilson proposed a 15 percent income tax cut for individuals and

businesses, pointing out that California's relatively high business taxes and

marginal tax rates may be impeding economic growth. The literature seems to

show that certain taxes, at least at the margin, do cause firms to leave or to avoid

the state. Thus, reduced taxes could stimulate economic growth, but there is no

certainty about how quickly that stimulus would work and how large its effects

would be.

Spending cuts would certainly help, but the big budget categories are hard to

control. Key legislative and policy changes would be required, and measures

Mc:: reducing the prison population or cutting per-pupil spending on public

schools would probably face implacable opposition. Making government more

efficient is always a popular goal but typically proves difficult to achieve.9 The

proponents of Proposition 187 have argued that its constraints on the provision

of public services to illegal immigrants would reduce the state's costs. However,

a federal district judge has ruled major portions of the initiative invalid because

they conflict with superseding federal laws. While this decision will likely be

appealed, the Proposition will probably have little, if any, effect on siate

spending anytime in the foreseeable future.

Further, attempts to increase efficiency or simply eliminate certain services may

not be in the state's long-term interest. For instance, if we expect high teclmology

to fuel economic growth, we need a strong education system, but, as Figure 1.8

indicates, California already spends less per pupil than the national average (in

fact, it is among the lowest fifth of states in K-12 spending per pupil). Even if

legislators could muster sufficient support to overturn Proposition 98 and cut

school spending, would that be wise? Slinilarly, some would argue that the state

may actually be limiting its future economic growth by decreasing the higher-

education investments in human capital.

9The difficulty is compounded by the fact that most K-14 and health and welfare programs are
supported by budget transfers to the school districts and state and local governments.
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Figure 1.8California Spends Less than National Average per Pupil (K-12)

Historicallr, California has been very adept at getting federal support. But the

federal budget, like the state's, is increasingly consumed by spending categories
that are difficult to reduce. Moreover, recent changes in Washington may change
the federal government's relationship with state government in general. If the
rhetoric is credible, the federal governmer t may be replacing some of the
categorical grants to states with block grants. That would mean fewer mandates
for California, but less money as well.

The conventional wisdom views California's fiscal woes in the wake of the
national recession of 1990-91 as arising from cutbacks in the aerospace industry
and in other defense related activities after the end of the Cold Wara structural
change that moves beyond the usual cycle to make up a long-term trend.10
However, analyses of other states' fiscal conditions suggest that the trends noted
here appear to varying degrees elsewhere. That finding, in turn, suggests that
while cutbacks in defense spending certainly contributed to California's fiscal
problems, other factors are also at work. Accordingly, restructuring the state's
economy may not be a sufficient response to California's fiscal problems.

for example, California Business-Higher Education Forum (1994) and Jean M. Ross et al.
(1995).

i
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For example, the Kentucky Long Term Policy Research Center is examining long-

term trends in that state's revenues and expenditures. Their preliminary results

are broadly similar to those described above.11 It appears that if current revenue

and spending trends continue in that state, expenditures will increase faster than

the state's ability to pay for them. Similarly, we have reviewed revenue and

expenditures data and projections for Wisconsin provided by a variety of public

and private organizations. We found that if current revenue and spending

trends were to continue through 2005, state spending in that year would be 20

percent greater than state revertues.12 In Gold (1995), researchers examined the

fiscal stresses emerging at the state level in the first half of the 1990s. While they

noted important differences among the states, they found trends emerging in

many of the states that are like those we see in California. In particular, they

report that ". .. the fastest growing part of state budgets in the 1980s was

corrections spending, which quadrupled in that decade" (p. 11). They also note

that explosive growth in Medicaid and other Federal mandates was a major

contributor to states' budgetary problems (p. 7).

Summing Up

It seems undeniable that California faces a fundamental and long-term change in

the state's finances, not a transitory problem that any likely economic growth or

predictable policy changes can address. A small set of essentially mandated

demands will soon consume virtually all the state's unrestricted income. Only a

few basic options present themselves and none appears attractive. Clearly, a

much more careful look at specific solutions is in order. In general, however,

policymakers and voters will have to address two kinds of questions: how to

achieve consensus on one or more traditionally unpopular solutions and how to

identify solutions that, while painful in the short term, will not prove crippling as

well. The budget problem is creating a critical moment in the state's history: The

stakes are high, the limits are sharp, and the choices are difficult.

Organization of the Report

The sections that follow describe the numbers and methods used in our

projection of the trends affecting California's fiscal future.

11Correspondence with Michael Childress, executive director, The Kentucky Long Term Policy
Research Center, Frankfort, Ky.

12Unpublished RAND calculations.
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Section 2 provides a general overview of state and local spending in
California and presents our projections of General-Fund revenues.

Sections 3, 4, and 5 present our projections of General-Fund expenditures for
health and welfare, corrections, and K-14 education, respectively.

Appendix A provides results of sensitivity analyses. Appendix B presents
details of the model for projecting expenditures on K-14 education.



2. California's General Fund Revenue:
Context and Projections

In Section 1, we predicted that California's General-Fund revenues will grow

only moderately over the next decade, as shown in Figure 2.1.

This section provides the detail behind that projection. It shows how the General

Fund fits into the total state-spending context and explains the methods for

projecting General-Fund revenue by major component: that is, personal income

tax, sales tax, bank and corporation tax, and other revenue.

The General Fund in the Total State Spending Context

The General Fund is the focus of policy debates over state priorities. It contains

the money that the governor and the legislature control to some degree.

However, the General Fund accounts for less than a third of total government

spending in California. To put the General Fund in context, we review total state

and local revenues and spending in California in Fiscal 1993, the most recent year

for which complete data are available.

Figure 2.1General-Fund Revenues Will Grow Moderately
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California State and Local Revenues

Figure 2.2 depicts the sources and flows of state and local revenues in that year.
Those revenues totaled about $133 billion: $79 billion (almost 60 percent) in state

revenues and $55 billion (just over 40 percent) in revenues raised by various local
governments, including counties, cities, school districts, and a vast array of

special districts.1

The major categories of state revenues are the General Fund, special funds, and

federal funds:

In 1993, General-Fund revenues totaled just under $41 billion, which came
from the following sources: income tax ($17B), state sales tax ($17B), bank

and corporate taxes ($5B), and "other" ($2B).

Special funds totaled $11 billion. just under $7 billion came from levies
related to motor vehicles (license fees, fuel taxes, registration fees). No other

single source of special funds contributed more than $1 billion.

Federal funds totaled $27 billion and were earmarked for such programs as
Title I aid to education and Aid to Families with Dependent Children
(AFDC).

Income tax, $17B

State sales tax, $17B

Bank and corp. tax, $5B

Other, $2B

General
fund

$41B

Motor vehicle axes, $7B

Other, $4B

Federal funds, $27B

Property tax, $19B

Other gov't. rev., $25B

Special district, $11B

Special
funds

$11B

$55B

$79Bwil
State

State
10"*" operation

$20B

Transfers
$59B

Local

opuadon
$113B

Figure 2.2Flows of Total State Revenues: California, FY93

15pecial districts include entities as varied as the Bay Area Rapid Transit District, the Los
Angeles International Airport, and mosquito abatement and flood control districts.



The $55 billion in revenues raised by local governments came from property tax

($19B), other government revenue ($25B), and special district fees/taxes ($115).

However, the state transfers a large share of its revenues ($58B in 1993) to local

governments for disbursement. For example, most General-Fund outlays were

made through transfers to local governments. In 1993, locally raised revenues

combined with the transfers to make $113 billion in revenues available to local

governments.

California State and Local Spending

Table 2.1 presents the details of California's state and local spending patterns for

the major expenditure categories in Fiscal 1993. As the table shows, state

agencies spent a total of more than $20 billion on state operations: higher

education, K-12 education, health and welfare, corrections, and other

government services. The bulk of direct state spending went to higher education

($813), corrections ($3B), health and welfare ($25), and "other government

services"($713).2

Local agencies spent $113 billion on state and local operations, which included

the categories above plus expenditures for special districts. The spending

categories supported most by locally raised funds are K-12 education, other

government services, and special districts. However, only the latter were totally

supported by local funds. As we said earlier, much of the money spent by local

agencies comes in the form of transfers from the state. For example, in 1993, all

of the money ($34B) local agencies spent on health and welfare came from the

state directly ($15B) or from federal funds ($19B) passed through the state. The

greatest proportion of these expenditures supports three programs, Medical

Assistance, AFDC, and Supplemental Security Income/State Supplementary

Payment (SSI/SSP).

What Percent of Total Spending Comes from the General Fund?

As can be extrapolated from Table 2.1, in Fiscal 1993, the General Fund was the

primary source of support for K-12 education (59 percent of $28B) and

corrections (99 percent of $35). It provided considerable support for higher

education (48 percent of $10B) and health and welfare (36 percent of $365). It

2"Other government services" is a residual category that includes the costs of all three branches
of government at the state level, general government, and fivecabinet-level departments(1) State
and Consumer Services; (2) Business, Transportation, and Housing; (3) Tradeand Commerce; (4)

Resources; and (5) Environmental Protection.

3 0
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Table 2.1

Public Services Revenues and Expenditures: State Versus Local Operations,
California, Fiscal 1993 ($

Expenditure

Revenues by Source

Total
Expense

State
Federal
Funds

Local
General Special

Fund Funds
Property Other Gov't Special

Taxes Revenue Districts

State Operations

Higher education 3,571 527 4,035 0 0 8,133
K-12 education 572 15 76 0 0 663

Health and welfare 537 120 1,278 0 0 1,935

Corrections 2,989 2 2 0 0 2,993

Other gov't. services 1,933 4,171 612 0 0 6,716

Special districts 0 0 0 0 0 0

Total 9,602 4,835 6,003 0 0 20,440

Local Operations

Higher education 1,473 2 0 947 0 0 2,422
K-12 education 15,694 14 2,025 6,762 2,490 0 26,985
Health and welfare 12,547 2,573 19,085 0 0 0 34,205
Corrections 44 9 0 0 0 0 53

Other Gov't. services 1,570 3,865 0 7,813 22,635 0 35,883
Special districts 0 0 0 3,115 0 10,621 13,736

Total 31,328 6,463 21,110 18,637 25,125 10,621 113,284

Total Expenditures

Higher education 5,044 529 4,035 947 0 0 10,355
K-12 education 16,266 29 2,101 6,762 2,490 0 27,648
Health and welfare 13,084 2,693 20,363 0 0 0 36,140
Corrections 3,033 11 2 0 0 0 3,046
Other Gov't. services 3,503 8,036 612 7,813 2.2,635 0 42,599
Special districts 0 0 0 3,115 0 10,621 13,736

Total
revenues 40,930 11,298 27,113 18,637 25,125 10,621 133,724

SOURCES: Governor's Budget Summary 1994-95, California's fiscal history, city and county data,
special district data, and the voucher report.

Notes:
1. State operations and local operations (local assistance) from the Governor's budget , 1994-

1995 for general, special, and federal funds.
2. Property taxes allocated to education, local government, and special districts with fiscal

history data. Community colleges allocation from Fiscal Profiles: 1992, California
Postsecondary Commission, Report 92-9, 1992.

3. Local revenue is county and city revenues less property taxes and intergovernmental
transfers reported in the revenue accounts (not all federal funds are recognized in the
county and city accounts).

4. Special district revenue includes nonenterprise and enterprise revenues. Property taxes
received by special districts are then subtracted because they are reported separately here.

5. "Other government services" include legislative, judicial, executive, public safety,
transportation, utilities, and other services.

6. "Special districts" include airports, harbors, transit, and other services, but do not include
schools.

7. Other local government revenue for K-12 includes lottery funds, $560 million, and a variety
of special-purpose funds for education, $1,930 million. See The Effects of the California
Voucher Initiative on Public Expenditures for Education, Santa Monica, Calif.: RAND,
MR-364-LE, 1994, p. 63.
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provided little support for other government services (8 percent of $43B) and

none for special districts (0 percent of $14B).

Projecting General-Fund Revenues

Given the General Fund's critical support in major spending categories, what

does the future of General-Fund revenues look like? We begin to answer that

question by looking at historical revenue trends.

Historical Trends in General-Fund Revenue

As Table 2.2 indicates, real (inflation-adjusted) General-Fund revenues increased

through most of the 1970s and 1980s.3 However, they peaked in the late 1980s

and have been in a downward trend since then. Because of the recession, rea!

1993-1994 General-Fund revenue was at the lowest level since 1985-1986. Real

per-capita General-Fund revenue was at the lowest level since the mid-1970s.

Table 2.3 presents the historical trends in the sources of General-Fund revenue

(per capita). The largest sources are personal income tax, sales tax, and bank and

corporation tax. (In our analysis, General-Fund revenue includes transfers from

special funds.) Although personal income tax revenues have grown faster than

the other sources since 1970, they have declined with the recent recession.

Revenues from all other sources have fallen since their 1979 peak.

Our approach to projecting General-Fund revenues is to use these historical

trends as a basis for estimating the amount of revenue that will be generated

from each of the sources. We begin by projecting personal income.

Personal Income Projections

The breakdown by source in Table 2.3 suggests how critical personal income

estimates are for projecting General-Fund revenue.4 In 1969, personal income

3Throughout this report, quantities are adjusted using deflators provided by the California
Department of Industrial Relations, Division of Industrial Relations using data provided by the U.S.
Bureau of Labor Statistics. These deflators are based in 1982-1984 and are based on a market basket
for all urban consumers in selected California cities. In general, because goods available in one time
period may be radically different from those goods in other timeperiods, deflators are best used in

years near the base year. They do, however, retain some value for longer-term comparisons of
spending patterns across years. This series was rebased only once during the time period for which
the comparison of state spending and resources was made. The year-over-year differences between
deflators based in 1967 do not differ significantly from those based in 1982-1984.

4Changes in personal income can be analyzed as results of both business cycles and secular
trends. By using 25 years of data that include a number of business cycles, we can reasonably

3 `)
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Table 2.2

General-Fund Revenue, California, 1970-1994

Fiscal
Year

Nominal $
($ Million)

Real 1994 $
($ Million)

Real 1994 $
Per Capita

1969-70 4,330 17,583 890

1970-71 4,534 17,751 886

1971-72 5,395 20,447 1,005

1972-73 5,976 21,387 1,039

1973-74 6,978 22,652 1,085

1974-75 8,630 25,391 1,199

1975-76 9,639 26,678 1,239

1976-77 11,381 29,433 1,342

1977-78 13,695 32,724 1,464

1978-79 15,219 32,845 1,438

1979-80 17,985 33,586 1,444

1980-81 19,023 32,027 1,347

1981-82 20,960 33,149 1,365

1982-83 21,233 33,037 1,332

1983-84 23,809 35,297 1,393

1984-85 26,536 37,601 1,456

1985-86 28,072 38,570 1,461

1986-87 32,519 42,917 1,586

1987-88 32,534 41,070 1,482

1988-89 36,953 44,425 1,565

1989-90 38,750 44,169 1,516

1990-91 38,214 41,823 1,395

1991-92 42,026 44,417 1,449

1992-93 40,946 42,175 1,347

1993-94 40,095 40,095 1,257

Average Annual Growth Rates

1994/1970 9.7% 3.5% 1.4%

1994/1984 5.3% 1.3% -1.0%

1984/1974 13.1% 4.5% 2.5%

taxes and sales taxes accounted for just over two-thirds of that revenue; by 1994,

they accounted for more than three-fourths. These two taxes are directly related

to personal income; the sources in the next two columns are indirectly related

because they reflect overall economic activity in the state.

attribute long-term patterns to secular trends. Although year-over-year changes may be more easily
attributed to the business cycle, longer-term patterns can be analyzed in terms of secular trends.
Whereas our projections account for the completion of the current business cycle, they do not include
cyclical variations for years beyond that point.



Table 2.3

Sources of General-Fund Revenue in Real 1994 Dollars
Per Capita, California, 1970-1994

Fiscal
Year

Personal
Income

Tax
Sales
Tax

Bank and Other Transfers Total
Corporation General-Fund from Special General-Fund

Tax Revenue Funds Revenue

1969-70 237 361 121 172 1 890

1970-71 247 353 104 172 10 886

1971-72 333 376 123 172 1 1,005

1972-73 328 382 151 178 1 1,039

1973-74 285 416 164 175 45 1,085

1974-75 359 468 174 168 30 1,199

1975-76 397 478 165 171 28 1,239

1976-77 443 505 194 175 26 1,342

1977-78 499 538 223 182 23 1,464

1978-79 450 546 225 187 30 1,438

1979-80 522 524 198 175 25 1,444

1980-81 469 496 193 166 22 1,347

1981-82 488 492 173 144 69 1,365

1982-83 484 479 159 163 47 1,332

1983-84 544 505 189 127 28 1,393

1984-85 593 531 201 129 2 1,456

1985-86 594 531 200 137 -1 1,461

1986-87 679 532 234 132 10 1,586

1987-88 590 530 218 137 8 1,482

1988-89 673 533 218 13, 7 1,565

1989-90 661 527 193 116 19 1,516

1990-91 615 486 165 115 15 1,395

1991-92 595 557 155 119 24 1,449

1992-93 567 495 155 107 23 1,347

1993-94 551 436 148 106 15 1,257

Average Growth Rate

1994/1970 3.6% 0.8% 0.9% -2.0% 14.0% 1.4%

1994/1984 0.1% -1.5% -2.4% -1.8% -5.7% -1.0%

1984/1974 6.7% 2.0% 1.4% -3.2% -4.7% 2.5°/0

Table 2.4 shows the history of personal income in California since 1969. It has
risen considerably in both nominal and real dollars. However, real per capita

income has risen only about 13 percent. Historically, most of the change in
California's personal income has resulted from demographic changesboth

3 4
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growth in total population and change in the population age mix. Our analysis
estimates personal income using projections of these demographic factors.5

The shifting age distribution has particularly critical implications for income
projections. The fastest growing populations are not those in the prime working

agesand thus the prime earning years. The percentage in that age group has

been relatively stable over the past decade and, according to projections from the

state comptroller's office, will start to decline in the near future. In contrast, the

percentage of children and the elderly, especially, will grow.

To take these demographic changes into account, we first determined the relative

income and the distribution of households by age group (i.e., head of

household's age). We then defined an age-specific income factor by dividing the

average household income for each group by the mean for all ages. Table 2.5

gives the results for 1989.

Table 2.6 compares these factors with corresponding factors for the U.S. as a

whole. The 1989 California income distribution factors seem reasonableand

likely to be relatively stable over time. To project annual-income growth based

on demographic changes, we developed an index as follows: For 1989, as an

example, we multiply the number of households projected (by the California
Department of Finance) to be in each age group by the factor for each age group.
Adding the resulting figures gives us the index for 1989. We then repeat the

process for 1990 and assume that the average real per-capita income will change

by the ratio between the 1989 and 1990 index numbers, and so on for succeeding

years.

To test our approach, we "projected" California personal income for past years
and compared our projections with actual personal incomes. As Figure 2.3
shows, this approach did a good job of "predicting" what actually happened.

5The demographic projections used in this report were produced from a specially run statewide
summary table of the Department of Finance's June 1993 projections. This run detailed the overall
state population by ethnicity, gender, and age. These projections are the only and the most recent
series of year-to-year estimates that include ethnicity, gender, and age detail. This model is calibrated
against the 1990 Census counts. It assumes fertility rates for Whites and African-Americans to remain
flat in the future, while those for Hispanics decline, and Asians and Others increase. Net migration is
projected to decrease slowly into the next century. The projected (from the 1993 projection)
population in 1994-1995 was 32.52 million people while the actual estimate was 32.14 million people
(California Department of Finance, California State and County Population Estimates, 1994, E-2), a
variation of just over 1 percent. Further comparisons with more recent aggregate projections show
maximum variations of around 1.5 percent, with the series used in this analysis well within the likely
error margin of the projections themselves.

i
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Table 2.4

Personal Income, California, 1970-1994

Fiscal
Year

Nominal $
($ Million)

Real 1994 $
($ Million)

Real 1994 $
Per Capita

1969-70 88,500 359,329 18,198

1970-71 94,900 371,588 18,543

1971-72 100,800 382,052 18,777

1972-73 110,200 394,367 19,158

1973-74 121,600 394,769 18,916

1974-75 136,000 400,152 18,898

1975-76 149,300 413,212 19,184

1976-77 167,400 432,939 19,736

1977-78 186,400 445,398 19,926

1978-79 213,900 461,646 20,216

1979-80 244,700 456,977 19,649

1980-81 278,000 468,044 19,681

1981-82 311,700 492,960 20,303

1982-83 332,800 517,815 20,876

1983-84 358,100 530,878 20,954

1984-85 397,300 562,959 21,807

1985-86 431,400 592,720 22,449

1986-87 463,400 611,569 22,607

1987-88 496,500 626,763 22,613

1988-89 533,600 641,496 22,593

1989-90 574,600 654,967 22,475

1990-91 619,400 677,913 22,615

1991-92 631,700 667,632 21,785

1992-93 656,600 676,298 21,607

1993-94 683,000 683,000 21,406

Average Annual Growth Rates

1994/1970 8.9% 2.7% 0.7%

1994/1984 6.7% 2.6% 0.2%

1984/1974 11.4% 3.0% 1.0%

Another way of testing our approach was to look at what might happen if we
used income distribution data from different years and sources. Table 2.7 shows
the results. There is little difference from the growth rates that use the California
1989 income distribution. Given the apparent stability of these rates, we projected

the percentage of growth in real personal income caused by demographics,
keeping the relative income for each group constant and using the population
projections provided by the state Department of Finance. The results are shown

in Table 2.8.
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Table 2.5

Data for Calculating Age-Specific Income Distribution Factors, California, 1989

Age Category

Number of
CA Households

1989

Average Household
Income

($ thousands)

Income
Distribution

Factor

Under 25 0.5 28 .58

25-34 2.5 43 .90

34-44 2.5 54 1.15

45-54 1.7 62 1.31

55-64 1.3 53 1.12

65-74 1.2 36 .75

Over 74 0.8 26 .54

All ages 10.3 48 1.00

SOURCE: 1990 Census of Population and Housing, Summary Tape File 3A, August
1992, U.S. Department of Commerce Data Services, CD90-3A-07.

Table 2.6

Household Income by Age of the Head of Household, Age Group Mean as a Ratio to
the Overall Mean

Age of Head of

Source of Income Distribution
United
States

United
States

United
States

United
States

Household California 1989 1975 1980 1986 1991

Under 25 0.58 0.60 0.68 0.59 0.50

25-34 0.90 0.92 0.98 0.95 0.84

34 41 1.15 1.12 1.24 1.22 1.07

45-54 1.31 1.26 1.34 1.34 1.20

55-64 1.12 1.10 1.12 1.10 1.08

65 and over 0.68 0.69 0.60 0.64 0.58

SOURCE: U.S. Bureau of Census, Current Population Reports Series P-60, Money Income of
Households, Families and Persons in the United States, 1975,1980,1986,1991, U.S. Government Printing
Office, Washington, DC., 1976, 1981, 1987, 1992.

But what about all the other elements that might affect income growth-e.g.,
employment opportunities, mix of industry, and business cycles? Intuitively,
they seem important, but the question is, "how important"? To answer that
question, we decomposed the annual percent change in personal income into
three categories: price inflation, demographic change (per our analysis), and the
residual. The residual category contains everything other than the first two.

Figure 2.4 gives the results.

Price inflation has the most dramatic effect on change in personal income. In
almost every year, change in the residual explained less, usually much less, than
did demographic change. The fluctuations in the residual reflect business cycles.
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Figure 2.3California Personal Income (Billions of 1994 Dollars): Actual and
Projected Using Demographic Factors

Table 2.7

Average Annual Projected Growth in Real Personal Income Using Income Distribution
Data from Selected Years and Sources

California United States United States United States United States
Time Period 1989 1975 1980 1986 1991

1995-1999 2.4% 2.4% 2.4% 2.4% 2.4%

2000-2005 1.9% 1.9% 1.8% 1.8% 1.9%

1995-2005 2.1% 2.1% 2.1% 2.1% 2.2%

NOTE: All columns use demographic data from California Department of Finance.

However, as the figure shows, despite these fluctuations, the residual has little
effect over the long term. These results indicate that demographics has the
greatest effect on real income growth. Table 2.9 shows the projected annual
growth in real personal income due to the residual. We add our estimates of real
growth in personal incomes due to demographic change (Table 2.8) to alternative
estimates of real growth in personal income due to residual factors (Table 2.9) to
obtain projections of the percent of annual real growth in personal income in

California (see Table 2.10).
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Table 2.8

Percent Annual Growth in Real Personal Income Due to
Demographic Factors, California 1994-2005

Fiscal
Year Population Size Age Distribution

Total Due to
Demographic

Change

1993-94 1.94 0.49 2.43

1994-95 1.92 0.48 2.41

1995-96 2.06 0.51 2.57

1996-97 2.03 0.67 2.70

1997-98 1.95 0.39 2.34

1998-99 1.91 0.45 2.35

1999-00 1.82 0.37 2.20

2000-01 1.73 0.36 2.09

2001-02 1.68 0.31 1.99

2002-03 1.65 0.20 1.85

2003-04 1.56 0.20 1.75

2004-05 1.53 0.21 1.75

NOTE: Percentage rate for mid-year to mid-year change.

Price Inflation

Demographic

change

----- Residual

1984 1987 1990 19-93

Figure 2.4-Components of Growth for California Personal Income

As Table 2.10 shows, our baseline estimates assume a recovery through 1997,
followed by zero average annual growth in real personal income due to the
residual. The high-growth path assumes a return to the growth rates of the 1975-
1984 decade, about 0.6 percent per year. The low-growth path assumes that the
change due to nondemographic factors will remain at the rate of the last 10 years,
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Table 2.9

Projected Percent Annual Growth in Real Personal
Income Due to Factors Other than Demographic

Change, California 1994-2005

Fiscal
Year

Low
Growth

Baseline
Growth

High
Growth

1993-94 -1.41 -1.41 -1.41

1994-95 -0.75 -0.75 -0.75

1995-96 -0.50 -0.50 -0.50

1996-97 -0.25 -0.25 -0.25

1997- 98 -0.25 0.00 0.00

1998-99 -0.25 0.00 0.30

1999-00 -0.25 0.00 0.60

2000-01 -0.25 0.00 0.60

2001-02 -0.25 0.00 0.60

2002-03 -0.25 0.00 0.60

2003-04 -0.25 0.00 0.60

2004-05 -0.25 0.00 0.60

Table 2.10

Projected Percent Annual Real Growth of Personal Income,
California 1994-2005

Fiscal
Year

Low
Growth

Baseline
Growth

High
Growth

1993-94 1.02 1.02 1.02

1994-95 1.66 1.66 1.66

1995-96 2.07 2.07 2.07

1996-97 2.45 2.45 2.45

1997-98 2.09 2.34 2.64

1998-99 2.10 2.35 2.65

1999-00 1.95 2.20 2.80

2000-01 1.84 2.09 2.69

2001-02 1.74 1.99 2.59

2002-03 1.60 1.85 2.45

2003-04 1.50 1.75 2.35

2004-05 1.50 1.75 2.35

about -0.25 percent per year. Each of these growth paths assumes a graded
recovery from the current recession during the years 1995 through 1997. The
estimated growth rates presented in Table 2.10 are computed by combining the
growth shown in Table 2.8 with each of the scenarios presented in Table 2.9. For
example, in 1998-99, growth due to demographic factors is projected as 2.35

percent; projections for each of the low-, baseline and high-growth scenarios are

4 0
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-.25 percent, 0, and .30 percent respectively. Total real growth for 1998-99 is 2.10

percent, 2.35 percent, and 2.65 percent for each of the three scenarios.

Table 2.11 adds estimated price inflation of 3 percent per year to the estimated

growth rates in Table 2.10 to project growth in nominal personal income. For

example, the 1995 baseline growth estimate is derived by multiplying 1994 actual

personal income ($683 billion) by the growth rate (1.66 percent) by the assumed

inflation rate (3 percent). The calculation would be 683 x 1.0021 x 1.03 = 715.

The Task Force on California Tax Reform and Reduction forecast California

personal income through the year 2000.6 Their estimate for that year was a little

over $950 billion, essentially the same as our baseline estimates of $928 billion for

FY 2000 and $976 billion for FY 2001. More recently, the State Controller's Office

polled a number of public and private California economists.7 Their forecasts of

nominal personal income growth for 1995 averaged 5.2 percent, exactly the same

as our estimate for this year. We are not aware of any estimates of personal

income in California that extend beyond 2000.

Given these projections of personal income growth, we then modeled revenue

from various tax and other sources.

Table 2.11

Personal Income Projections Based on Three Relative
Income Growth Scenarios

(Billions of Dollars)

Fiscal
Year

Low
Growth

Baseline
Growth

High
Growth

1993-94 683 683 683

1994-95 715 715 715

1995-96 752 752 752

1996-97 793 793 793
1997-98 834 836 836
1998-99 877 882 885

1999-00 921 928 937

2000-01 966 976 991

2001-02 1,013 1,026 1,047

2002-03 1,060 1,076 1,105

2003-04 1,108 1,128 1,165

2004-05 1,158 1,182 1,229

6See Task Force on California Tax Reform and Reduction, Building a Better California, Table 1,
p. 15.

7See '<athleen Connell, Figure 2, p 4.
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Personal Income Tax Projections

California personal income taxes are highly progressive. To project General-
Fund revenues from personal income taxes, we projected the distribution of
personal income and applied estimates of effective tax rates by income level to
estimate tax revenues. We projected personal income tax revenues by projecting
growth rates in personal income tax revenues for 1995 through 2005 and
applying them to personal income tax revenues for 1994. The tax projections

involved five steps:

First, we used data on California residents' income tax returns for 19898 to
estimate effective tax rates on adjusted gross income (AGI) by income level.
For example, that year Californians in the $13,000 to 20,000 AGI class had
adjusted gross incomes totaling $32.0 billion and paid $0.3 billion in income

taxes, a tax rate of 0.9 percent on AGI.

We then translated effective tax rates on AGI into effective tax rates on family
incomes by assuming the distribution of effective tax rates on income tax

returns was the same as the distribution of effective tax rates for family
incomes. For example, in 1989, 31 percent of Californian income tax returns

reported AGI less than $13,000 while 54 percent reported AGI greater than
$20,000. That year, 31 percent of California families had personal income less
than $25,000 and 54 percent of California families had personal income
greater than $34,999.9 These families had an aggregate income of $45.9
billion. We thus assumed that the effective tax rate on family income in the
$25,000 to $35,000 range is 0.6 percent.

Third, we applied the estimated effective tax rates to the distribution of
family incomes for each age category to estimate the total income taxes paid
by families with heads of household in each age category. For example, in
1989, 355,402 California families with incomes in the $25,000 to $35,000 range

were headed by someone aged 35 to 44.I° Assuming these families each had
incomes at the midpoint Of the interval, their aggregate family income was
$10.7 billion. Given the estimated effective tax rate of 0.6 percent, they paid
$67 million in personal income taxes. We repeated these calculations for all
age and income categories and aggregated over the families in each age
category to estimate the total personal income taxes paid by the families in

8California Statistical Abstract, 1994, Table D-8, pp. 53-54.
9U.S. Census, 1990.
10U.S. Census, 1990, provides the distribution of family incomes by age of household heads.
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that age category in 1989.11 For example, families headed by someone aged

35 to 45 that year had $121 billion personal income and paid $4.6 billion in

personal income taxes.

Fourth, we used the Department of Finance demographic projections and our

estimates of changes in personal income over time described above to

estimate personal income tax revenues in each future year. For example, in

1998, we project that the 35 to 44 age group will have an income of $167

billion (1989 dollars). According to these calculations, their group would pay

income taxes of $6.4 billion (1989 dollars).

Fifth, we rescaled the model to 1994 actual tax revenues. That is, we used the

parameters we developed on the 1989 tax year to estimate 1994 tax

collections and computed the ratio of our estimate to actual tax revenues.

We adjusted the parameters by this ratio.

Finally, we used the adjusted parameters to estimate total income tax

collections in each future year. The estimates for 1995 include the surtax on

income over $100,000. That surtax is scheduled to be repealed after 1995.

Thus, the calculations for 1996 and beyond assume the repeal of that surtax.

Table 2.12 presents the income tax assumptions.

State Sales Tax Projections

In the projection of revenue from this source, state sales tax is that portion of total

state sales tax that goes into the General Fund (as opposed to special funds).

State sales tax revenue equals personal income times the ratio of taxable sales to

personal income times the average sales tax rate. This analysis projects the ratio

of taxable sales to personal income by using the average over the five years of

1989-1993, and it projects the sales tax rate by using the 1993 rate.

We used a recent time period for the projected ratio of taxable sales to personal

income, because that ratio has been declining during the past 25 years

(presumably because a smaller proportion of goods and services purchased by

consumers fall into the taxable category). Since 1984, the ratio of taxable sales to

personal income has fallen from over 50 percent to about 41 percent. Our baseline

projections assume that taxable sales will move back up to 45 percent with the

recovery. The low-revenue scenario assumes they will level off at 42 percent. The

11We rescaled the estimates to ensure that they added up to the actual income taxes paid in
1989.
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Table 2.12

Assumptions Used for the Projection of
Personal Income Tax

Population Age Tax per
Group Individual

Effective
Tax Rate

Rates used for 1995 projection

18-24 75 1.6%

25-34 625 2.8%

33 44 1,390 4.0%

45-54 1,992 4.7%

55-64 1,423 3.8%

65-74 828 3.1%

75+ 486 2.4%

Average 700 3.6%

Rates used for 1996 through 2005 projections

18-24 73 1.6%

25-34 606 2.8%

35 44 1,336 3.8%

45-54 1,904 4.5%

55-64 1,363 3.7%

65-74 796 2.9%

75+ 466 2.3%

Average 673 3.5%

NOTE: Rates for 1995 adjusted for 1992-1995 high income
surtax. Amounts in 1994 dollars.

Table 2.13

Projected Personal Income Tax Revenue
($ Billions)

Fiscal
Year

Low
Growth

Baseline
Growth

High
Growth

1993-94 17.6 17.6 17.6

1994-95 18.6 18.6 18.6

1995-96 19.0 19.0 19.0
1996-97 20.1 20.1 20.1

1997-98 21.2 21.3 21.3
1998-99 22.4 22.5 22.5

1999-00 23.5 23.7 23.9
2000-01 24.7 25.0 25.4

2001-02 26.0 26.3 26.9

2002-03 27.2 27.6 28.4
2003-04 28.5 29.0 29.9

2004-05 29.8 30.4 31.6
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high-revenue scenario assumes an increase to 48 percent, the ratio in 1987 before

the beginning of the most recent recession. Table 2.14 shows the resulting

projections.

For example, the baseline projection for 1995 assumes that taxable sales will be 43

percent of personal income. We project that personal income will be $715 billion;

therefore, taxable sales will be $307 billion. The state share of sales tax will

remain at 4.8 percent. Total sales tax revenues are projected to be $14.8 billion.

Bank and Corporation Tax Projections

We projected bank and corporation tax by multiplying personal income by the

ratio of taxable base to personal income and then multiplying by the average

bank and corporation tax rate. The combined ratio of bank and corporation tax

to personal income varies with the business cycle. The baseline projections use

the entire time series of historical data to estimate the average ratio. Cycle-

adjusted rates (measured by 10-year averages) have declined slightly since 1970.

The low-revenue scenario assumes that the ratio will return to only 8.4 percent, the

average over the past ten years. The high-revenue scenario assumes the ratio will

return to 9.5 percent, the average over the previous ten years. In all cases, we

phased in changes in the ratios over fiscal years 1994-95 to 1999-2000. Table 2.15

presents the estimates.

For example, in 1994-1995 we assumed that the bank and corporation tax base

was 7.5 percent of the personal income tax base. The 1994-1995 estimate of

Table 2.14

Projected Sales Tax Revenue
($ Billions)

Fiscal
Year

Low
Growth

Baseline
Growth

High
Grow th

1993-94 13.9 13.9 13.9

1994-95 14.4 14.8 14.8

1995-96 15.2 15.9 15.9

1996-97 16.0 17.1 17.1

1997-98 16.8 18.1 18.5

1998-99 17.7 19.0 20.0

1999-00 18.6 20.1 21.6

2000-01 19.5 21.1 22.8

2001-02 20.4 22.2 24.1

2002-03 21.4 23.2 25.5

2003-04 22.3 24.4 26.8

2004-05 23.4 25.5 28.3
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personal income was $715 billion; thus the projection for the business tax base is
$715 x .075 = $53.6 billion. Applying the 10 percent tax rate, we project business

tax revenues of $5.4 billion.

Other General-Fund Revenue Projections

Other General-Fund revenue equals total population times per-capita other
General-Fund revenue (see Table 2.16). The projections assume tbat the
historically observed decline in real per-capita other General-Fund revenue will

Table 2.15

Projected Bank and Corporate Tax Revenue
($ Billions)

Fiscal
Year

Low
Growth

Baseline
Growth

High
Growth

1993-94 4.7 4.7 4.7

1994-95 5.4 5.4 5.4

1995-96 6.0 6.0 6.0

1996-97 6.3 6.3 6.3
1997-98 7.1 7.1 7.1

1998-99 7.5 7.5 7.5

1999-00 7.8 8.1 8.2

2000-01 8.2 8.5 8.9

2001-02 8.6 9.0 9.9

2002-03 9.0 9.4 10.5

2003-04 9.4 9.9 11.1

2004-05 9.8 10.3 11.7

Table 2.16

Projected Other General-Fund Revenue
($ Billions)

Fiscal
Year

Low
Grow th

Baseline
Growth

High
Growth

1993-94 3.4 3.4 3.4
1994-95 3.3 3.3 3.3
1995-96 3.3 3.3 3.3
1996-97 3.4 3.4 3.4

1997-98 3.5 3.5 3.5

1998-99 3.5 3.5 3.5
1999-00 3.6 3.6 3.6
2000-01 3.6 3.6 3.6
2001-02 3.7 3.7 3.7
2002-03 3.8 3.8 3.8

2003-04 3.8 3.8 3.8

2004-05 3.9 3.9 3.9

4t3
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continue through 2000 and then level off. The historical decline is largely due to
decreases in alcohol and cigarette taxes. We assume that the rate of growth in
each of the scenarios (low, baseline, and high growth) will be constant.

Transfers from Special Funds to General Fund

Over the past 15 years (1980-1994), transfers from special funds to the General
Fund have averaged 1.5 percent of General-Fund revenues. Because we have no
basis for predicting any future deviation from that past pattern, we assume that

this percentage will hold in future years, yielding the projections in Table 7.17.

General-Fund Revenue Projection Summary

We project that General-Fund revenue will be roughly constant in terms of real

dollars per capita. Table 2.18 shows the baseline revenue projections by fiscel

year in nominal, real, and real per-capita terms. Table 2.19 shows total revenue

for the three scenarios: low, baseline, and high. Table 2.20 summarizes the
relationships between General-Fund revenue, population, and the price index for

the years 1970 through 2005. Our projections indicate that the recent decline in
real per-capita General-Fund revenue (a 20 percent decrease from 1987 to 1994) is

over. We project a modest (5 percent) increase over the next decade.

Table 2.17

Projected Transfers from Special Funds
to General Fund

($ Billions)

Fiscal Year Transfers

1993-94 0.5
1994-95 0.6

1995-96 0.7

1996-97 0.7

1997-98 0.8

1998-99 0.8

1999-00 0.8

2000-01 0.9

2001-02 0.9

2002-03 1.0

2003-04 1.0

2004-05 1.1



Table 2.18

Baseline General-Fund Revenue Projections,
California, 1994-2005

Fiscal
Year

Nominal $
($ Million)

Real 1994 $
($ Million)

Real 1994 $ Per
Capita

1993-94 40,095 40,095 1,257

1994-95 42,628 41,386 1,273

1995-96 44,835 42,261 1,273

1996-97 47,699 43,651 1,289

1997-98 50,645 44,997 1,303

1998-99 53,326 45,999 1,307

1999-00 56,305 47,155 1,316

2000-01 59,143 48,088 1,320

2001-02 62,066 48,996 1,322

2002-03 65,013 49,827 1,323

2003-04 68,038 50,627 1,323

2004-05 71,201 51,437 1,324

NOTE: 1994
per year inflation

through 2010 nominal revenues estimated, assuming a 3 percent

The Task Force on California Tax Reform and Reduction forecast California

General-Fund revenues through the year 2000.12 Their estimate for that year was

$53.7 billion-less optimistic than our baseline estimates of $56.3 billion for fiscal

year 2000 and $59.1 billion for fiscal year 2001. The California Business-

Table 2.19

Projected Total General-Fund Revenue
($ Billions)

Fiscal
Year

Low
Growth

Baseline
Growth

High
Growth

1993-94 40.1 40.1 40.1

1994-95 42.3 42.6 42.6

1995-96 44.1 44.8 44.8

1996-97 46.6 47.7 47.7

1997-98 49.3 50.6 51.0

1998-99 51.8 53.3 54.3

1999-00 54.4 56.3 58.1

2000-01 57.0 59.1 61.6

2001-02 59.6 62.1 65.6

2002-03 62.3 65.0 69.1

2003-04 65.1 68.0 72.7

2004-05 67.9 712 76.5

12See Task Force on California Tax Reform and Reduction, Figure 2, P. 14.
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Table 2.20

35

Price, Population, and General-Fund Trends,
California, 1910-2005

Fiscal
Year

Price
Index

Population
(Millions)

General-Fund Revenue
Nominal

($ Millions)

Real Per Capita
(1994 $)

1969-70 37.9 19.745 4330 890

1970-71 39.3 20.039 4534 886

1971-72 40.6 20.347 5395 1,005

1972-73 43.0 20.586 5976 1,039

1973-74 47.4 20.870 6978 1,085

1974-75 52.3 21.174 8630 1,199

1975-76 55.6 21.539 9639 1,239

1976-77 59.5 21.936 11,381 1,342

1977-78 64.4 22.352 13,695 1,464

1978-79 71.3 22.836 15,219 1,438

1979-80 82.4 23.257 17,985 1,444

1980-81 91.4 23.782 19,023 1,347

1981-82 97.3 24.280 20,960 1,365

1982-83 98.9 24.804 21,233 1,332

1983-84 103.8 25.336 23,809 1,393

1984-85 108.6 25.816 26,536 1,456

1985-86 112.0 26.403 28,072 1,461

1986-87 116.6 27.052 32,519 1,586

1987-88 121.9 27.717 32,534 1,482

1988-89 128.0 28.393 36,953 1,565

1989-90 135.0 29.142 38,750 1,516

1990-91 140.6 29.976 38,214 1,395

1991-92 145.6 30.646 42,026 1,449

1992-93 149.4 31.300 40,946 1,347

1993-94 153.9 31.906 40,095 1,257

1994-95 158.5 32.520 42,628 1,273

1995-96 163.3 33.189 44,835 1,273

1996-97 168.2 33.864 47,699 1,289
1997-98 173.2 34.524 50,645 1,303

1998-99 178.4 35.183 53,326 1,307
1999-00 183.7 35.824 56,305 1,316

2000-01 189.3 36.444 59,143 1,320

2001-02 194.9 37.056 62,066 1,322

2002-03 200.8 37.666 65,013 1,323
2003-04 206.8 38.252 68,038 1,323

2004-05 213.0 38.838 71,201 1,324

SOURCES: (a) Consumer Price Index (California, all urban consumers): California
Statistical Abstract 1994, California Department of Finance, Table D-12, 1994 through 2010
estimated assuming 3 percent a year inflation; (b) State population data; California
Department of Finance, Demographic Research Unit; (c) General fund revenue: Tables
A.1 and A.18.
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Higher Education Forum also forecast California General-Fund revenues through

FY 2001.13 Their estimate for that fiscal year was $60.9 billion, slightly more

optimistic than our baseline Fiscal Year 2001 estimate: $59.1 billion. We are not

aware of any estimates of California General-Fund revenues that extend beyond

Fiscal Year 2001.

13See California Business-Higher Education Forum, Table 3.1, p. 37.
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3. Projecting Health and Welfare
Expenditures

As shown in Figure 3.1, we project that General-Fund revenues and health and

welfare expenditures will grow at about the same rate over the next decade. This

section indicates how we-arrived at the projection for health and welfare

spending. Using 1992-1993 as an example, we first establish how General-Fund

expenditures fit into total health and welfare spending.

We then describe the historical trends on which the projections are based and

present the details of the projections.

Patterns in Total Health and Welfare Spending
(1992-1993)

In 1992-1993, California spent $36.1 billion on health and welfare programs:
$20.3 billion from federal funds, $2.7 from special funds, and $13.1 billion (about
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200

180

160

140

120

100

80

60

40

20

FY 1g

General fund revenues
State GF expenditures for welfare
State GF expenditures for health

Figure 3.1State General-Fund Revenues and Health/Welfare Spending Grow at
Similar Rate
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a third) from the General-Fund. Medi-Cal accounted for two-fifths of the

General-Fund expenditure on health and welfare, and AFDC and SSI/SSP

together accounted for another two-fifths (see Figure 3.2).

Medi-Cal is California's Medicaid program (labeled "medical assistance
program" in the state budget). It provides medical assistance to low-income
people, and a substantial portion goes to elderly, low-income people to
supplement their Medicare assistance. (The federal Medicare program is for

elderly people of all incomes, and Medicare payments are not reported in
California's budget.) Aid to Families with Dependent Children (AFDC) goes
primarily to single-parent households; a small proportion goes to households

with two adults who are both unemployed.

Supplemental Secu-ity Income (SSI) provides assistance to low-income aged,
blind, and disabled individuals. California supplements the federal SSI program
with an additional State Supplemental Program (SSP) payment. The Federal SSI
payments are not reported in the California state budget, but the state's SSP

payments, which come from the General Fund, are.

The general and special-fund expenditures in the "other health and welfare"
category are for public health services, mental health and drug treatment
services, and other social services. The federal expenditures on other health and
welfare are primarily for the Employment Development Office (that is,

unemployment insurance).

Medi-
Cal

AFDC SS1/SSP Other
H&W

ID Federal Funds
la Special Fund

General Fund I

Figure 3.2Health and Welfare Expenditures: California, 1992-1993
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Historical Trends

Real per-capita expenditures1 on health and welfarefrom all sources reported in
the California state budgetincreased by a third (from $882 to $1207 per person
in 1994 dollars) during the 1988 to 1994 period. Growth in Medi-Cal expenditures

was the major cause of this growth. The current recession also contributed to the

more recent increases. However, recovery from the recession will not necessarily

reduce budget pressures. Even as unemployment has fluctuated, the percentof

California's population receiving assistance (nonoverlapping total of AFDC and

SSI/SSP) has steadily increased (see Figure 3.3).

This trend suggests that as California recovers from the current recession, the

number of people receiving assistance is unlikely to drop, relative to the general
population. In fact, the ratio may well increase. However, we made the
conservative assumption that the number of recipients will grow only in

proportion to the relevant populations at risk.

In contrast to total health and welfare spending, the real per-capita General-Fund
expenditure on health and welfare has declined. In 1988, it was $473 per person
(1994 dollars) By 1994, it had decreased (by 12 percent) to $416 per person.

Medi-Cal is the only health and welfare category for which real per-capita
General-Fund expenditures increased during the 1988 to 1994 period. AFDC,

SSI/SSP, and other health and welfare categories all decreased.
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Figure 3.3Assistance Versus Unemployment California, july 1983 to August 1994

1I.e., expenditures adjusted for price inflation and population increases.
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While real per

General-Fund
General-Fund
in 1988 to 33.1

California's ex

-capita General-Fund expenditures decreased from 1988 to 1994,
revenues decreased even more. As a result, the percent of the
spent on health and welfare increased slightly-from 31.9 percent
percent in 1994. (See Tables 3.1 through 3.3 for the history of

penditures on health and welfare from 1981 through 1994.)

Table 3.1

Health and Welfare Expenditures

California, 1981-1994

Fiscal
Year

Nominal
($ Million)

Real
1994 $

$ Million

Real
1994 $

Per Ca ita
1980-81 13,859 23,332 981

1981-82 14,734 23,301 960

1982-83 15,775 24,545 990

1983-84 14,980 22,208 877

1984-85 15,686 22,226 861

1985-86 17,253 23,705 898

1986-87 18,672 24,642 911

1987-88 19,376 24,460 882

1988-89 21,146 25,422 895

1989-90 24,278 27,673 950
1990-91 27,628 30,238 1,009

1991-92 34,287 36,237 1,182

1992-93 36,147 37,232 1,190

1993-94 38,524 38,524 1,207

Ra tio

1994/1981 2.8 1.7 1.2

SOURCES: (a) Noininal costs: Governor's Budgets,
1980-1981 to 1993-1994; (b) price and population
deflator from Table 2.19.



41

Table 3.2

General Fund Expenditures for Health and Welfare
California, 1981-1994

Real Real % of

Fiscal Nominal 1994 $ 1994 $ General

Year ($ million) ($ million) per Capita Fund

1980-81 7002 11789 496 36.8
1981-82 7373 11660 460 35.2
1982-83 7284 11333 457 34.3
1983-84 7211 10690 422 30.3
1984-85 7546 10692 414 28.4
1985-86 8643 11875 450 30.8
1986-87 9557 12612 466 29.4
1987-88 10379 13102 473 31.9
1988-89 11312 13599 479 30.6
1989-90 12478 14224 488 32.2
1990-91 13377 14641 488 35.0
1991-92 13680 14458 472 32.6
1992-93 13084 13477 431 32.0
1993-94 13282 13282 416 33.1

Ratio
1994/1981 1.9 1.1 0.8 0.9

SOURCES:
(a) Nominal cost: Governor's Budgets 1980-1981

to 1993-1994.
(b) Price, population, and general-fund deflators

from Table 2.19.



Table 3.3

Health and Welfare Expenditures,
Real 1994 $ Per Capita,

California, 1981-1994

Fiscal
Year Medi-Cal AFDC SSI/SSP

Other H&W
H&W Total

Total Expenditure on Health and Welfare
1980-81 303 178 91 409 981

1981-82 294 183 79 403 960

1982-83 289 182 72 446 988

1983-84 230 182 65 399 876

1984-85 233 181 69 378 861

1985-86 242 192 73 390 897

1986-87 256 197 81 377 910

1987-88 252 193 84 353 882

1988-89 255 197 83 360 895

1989-90 266 204 86 393 949

1990-91 312 212 83 400 1,008

1991-92 444 208 82 449 1,182

1992-93 417 181 76 516 1,190

1993-94 471 176 65 494 1,207

Ratio
1994/1981 1.6 1.0 0.7 1.2 1.2

Ceneral-Fund Ex enditure on Health and Welfare
1980-81 172 86 91 147 496

1981-82 164 88 79 148 480

1982-83 161 86 72 139 457

1983-84 114 87 65 156 422

1984-85 110 87 69 149 414

1985-86 119 93 73 164 450

1986-87 125 97 81 164 466
1987-88 127 98 84 165 473

1988-89 125 100 83 171 479

1989-90 130 104 86 168 488

1990-91 146 109 83 150 488

1991-92 199 103 82 87 472

1992-93 177 89 76 89 431

1993-94 174 86 65 91 416

Ratio
1994/1981 1.0 1.0 0.7 0.6 0.8

SOURCES: (a) Governor's Budgets, 1980-1981 to 1993-1994;
(b) price and population deflators from Table 2.19.

5 6
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Projection of Health and Welfare Expenditures

We projected health and welfare expenditures for each program by (a)
identifying the populations that receive benefits from the program and then (b)
assuming that the real cost of providing the benefits changes in proportion to
those populations. We define population categories by age. In each case, we

assume that the population within a category eligible for particular assistance is a

constant proportion of the total population in that category.

For Medi-Cal, we recognize three recipient groups: (1) ages 0-20 (primarily

people on AFDC), (2) ages 21-65 (low-income workers plus disabled

individuals), and (3) ages over 65 (low-income older people). For AFDC, the

relevant population group is ages 0-17. For SSI/SSP, the groups are ages 0-65

(disabled persons receiving assistance) and ages over 65 (older people receiving

assistance because they are low-income or because they are disabled). Other

health and welfare is projected to be proportional to total population.

California is a growing state, and all age groups are expected to increase during
the 1994-2005 period, but not evenly. The number of people aged 0 to 20 and the

number of people over 65 are expected to increase by 27 percent, while the

number of people aged 21 to 65 will increase by only 18 percent. (Table 3.4

reports the population projections. Tables 3.5 through 3.8 give the projections of

health and welfare expenditure by type of assistance.)

Table 3.4
Population by Age Groups

California, 1994-2005 ($

Fiscal

Population 0-64

Grand
Population 0-20

SubtotalSubtotal

Year 0-17 18-20 0-20 21-64 0-64 654- Total

1993-94 8.653 1.289 9.942 18.660 28.601 3.305 31.906

1994-95 8.917 1.270 10.187 18.950 29.137 3.383 32.520

1995-96 9.192 1294 10.485 19.251 79.736 3.453 33.189

1996-97 9.456 1.311 10.767 19.565 30.332 3.532 33.864

1997-98 9.702 1.343 11.045 19.845 30.889 3.635 34.524

1998-99 9.919 1.394 11.314 20.158 31.471 3.712 35.183

1999-00 10.115 1.457 11.572 20.458 32.030 3.795 35.824

2000-01 10.317 1.494 11.811 20.763 32.574 3.870 36.444

2001-02 10.496 1.529 12.024 21.078 33.102 3.953 37.056

2002-03 10.676 1.544 12.220 21.411 33.631 4.035 37.666

2003-04 10.839 1.587 12.425 21.718 34.143 4.110 38.252

2004-05 10.988 1.619 12.607 22.041 34.648 4.190 38.838

Ratio
2005/1994 1.270 1256 1.268 1.181 1.211 1.268 1.217

SOURCE California Department of Finance, Demographic Research Unit
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Table 3.5

Medical Assistance Program,
California, 1994-2005

Fiscal Population Age Group
Year Under 21 22-64 65+ Total

Caseload (Medi-Cal Recipients), Thousands
1993-94 2,574 1,733 630 4,937

1994-95 2,638 1,760 645 5,042

1995-96 2,715 1,787 658 5,161

1996-97 2,788 1,817 673 5,278

1997-98 2,860 1,843 693 5396

1998-99 2,930 1,872 708 5,509

1999-00 2,996 1,900 723 5,619

2000-01 3,058 1,928 738 5,724

2001-02 3,114 1,957 754 5,824

2002-03 3,164 1,988 769 5,922

2003-04 3,217 2,017 784 6,017

2004-05 3,265 2,047 799 6,110

Total Cost ($ Millions)
1993-94 3,370 7,596 4,050 15,016

1994-95 3,556 7,945 4,271 15,772

1995-96 3,770 8,314 4,490 16,574

1996-97 3,988 8,703 4,730 17,421

1997-98 4,213 9,092 5,015 18,320

1998-99 4,445 9,513 5,273 19,231

1999-00 4,683 9,944 5,553 20,180

2000-01 4,923 10,395 5,834 21,152

2001-02 5,163 10,869 6,138 22,170

2002-03 5,404 11,372 6,453 23,229

2003-04 5,660 11,881 6,769 24,310

2004-05 5,915 12,420 7,109 25,443
General Fund Cost ($ Millions)

1993-94 1,245 2,808 1,497 5,550

1994-95 1,315 2,937 1,578 5,830

1995-96 1,394 3,073 1,659 6,126

1996-97 1,474 3,217 1,748 6,439

1997-98 1,557 3,361 1,853 6,771

1998-99 1,643 3,516 1,949 7,108

1999-00 1,731 3,675 2,052 7,459

2000-01 1,820 3,842 2,156 7,818

2001-02 1,908 4,017 2,269 8,194

2002-03 1,997 4,203 2,385 8,586

2003-04 2,092 4,391 2,502 8,985

2004-05 2,186 4,590 2,627 9,404

SOURCES: (a) Medi-Cal recipients 1992-1993: HCFA Medicaid Bureau
(1994, p. 96-98); (b) Medi-Cal total costs 1993-1994: Governor's Budget Summary
1995-1996; Medi-Cal cost allocation to age groups: HCFA Medicaid
Bureau (1994, p. 102-104).

J3
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Table 3.6

Aid to Families with Dependent Children
California, 1994-2005

Population AFOD Total GF

Fiscal 0-17 Recipients Cost Cost

Year (millions) (millions) ($ million) ($ million)

1993-94 8.653 2.586 5631 2757

1994-95 8.917 2.665 5977 2927

1995-96 9.192 2.747 6346 3107

1996-97 9.456 2.826 6725 3292

1997-98 9.702 2.900 7106 3479

1998-99 9.919 2.965 7484 3664

1999-00 10.115 3.023 7860 3848

2000-01 10.317 3.084 8258 4043

2001-02 10.496 3.137 8653 4236

2002-03 10.676 3.191 9065 4439

2003-04 10.839 3.239 9479 4641

2004-05 10.988 3.284 9899 4846

SOURCES:
(a) AFDC recipients 1993-94: California Dept. of Social Services

(1994).
(b) AFDC total costs 1993-94: Governor's Budget Summary

1995-96
NOTES:
a) AFDC recipients equals population 0-17 times the number of

recipients per population 0-17 in 1993-94
b) Total cost equals AFDC recipients times the cost per recipient

in 1993-94, inflated by the price index
c) General Fund cost equals total cost times the ratio of GF cost to

total cost in 1993-94
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Table 3.7

SSI/SSP Program,
California, 1994-2005

Fiscal
Year

Caseload

Population Ar
0-64

(SSI/SSP recipients,
65+ Total
Thousands)

1993-94 0.636 0. 344 0.980

1994-95 0.648 0. 352 1.000

1995-96 0.661 0. 359 1.021

1996-97 0.674 0 .368 1.042

1997-98 0.687 0 .378 1.065

1998-99 0.700 0 .386 1.086

1999-00 0.712 0 .395 1.107

2000-01 0.724 0 .403 1.127

2001-02 0.736 0 .412 1.148

2002-03 0.748 0 .420 1.168

2003-04 0.759 0 .428 1.187

2004-05 0.770 0 .436 1.207

General Fund Cost ($ Million)
1993-94 1,467 616 2,083

1994-95 1539 650 2,189

1995-96 1,618 683 2,301

1996-97 1,700 720 2,419

1997-98 1,783 763 2,546

1998-99 1,871 802 2,673

1999-00 1,961 845 2,806

2000-01 2,055 888 2,942
2001-02 2,150 934 3,084

2002-03 2,250 982 3,232

2003-04 2,353 1,030 3,383

2004-05 2,460 1,081 3 541

SOURCES: (a) SSI/SSP recipients 1993-1994: California
Department of Services (1994); (b) SSI/SSP total cost
1993-1994: Governor's Budget Summary 1995-1996; (c)
allocation of recipients and cost to age groups: California
Statistical Abstract 1994, Table E-16.

NOTES: (a) SSI/SSP recipients equals population times
recipients per population in 1993-1994; (b) General-Fund
cost equals recipients times cost per recipient in
1993-1994, inflated by the price index (Federal SSI funds
are not recorded in the California state budget, so the
total cost of SSI/SSP in that budget is the General-Fund
cost).

G
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Table 3.8

Other Health and Welfare
California, 1994-2005

Fiscal
Year

Total
Population
(Millions)

Total
Cost

($ Million)

GF
Cost

($Million)

1993-94 31.906 15,794 2,892

1994-95 32.520 16,581 3,036

1995-96 33.189 1,7430 3,192

1996-97 33.864 18,318 3,354

1997-98 34.524 19,236 3,522

1998-99 35.183 20,190 3,697

1999-00 35.824 21,175 3,878

2000-01 36. 44 2,2188 4,063

2001-02 37.056 23,237 4,255

2002-03 37.666 24,328 4,455

2003-04 38.252 25,448 4,660

2004-05 38.838 26,613 4,873

SOURCES: Other H&W cost 1993-1994, Governor's Budget
Summary, 1995-1996.
NOTES: (a) Total cost equals population times cost per
population in 1993-1994, inflated by the price index; (b)
General-Fund cost equals total cost times the ratio of GF cost
to total cost in 1993-1994.

Summary of Projections

The general perception is that public expenditures on health and welfare go to

the young and the old. Were that the case, these expenditures would be

projected to increase faster than the ge ral population over the 1994-2005

period (because both the number of y oung people and the number of old people

are growing faster than the population as a whole). However, a substantial

proportion of health and welfare expenditure actually goes to the middle-aged

population, which is growing at a slower-than-average rate.

The net effect is that overall real expenditure on health and welfare is expected to

grow roughly in proportion to total population, keeping real expenditures per

capita at approximately their 1994 levels (see Tables 3.9 and 3.10). Actually there

is a small (1 percent) projected increase in the real per-capita expenditure on
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Table 3.9

Health and Welfare Expenditures
California, 1994-2005

Real Real

Fiscal Nominal 1994 $ 1994 $
Year ($ Millions) ($ Million) Per Capita

1993-94 38,524 38,524 1,207

1994-95 40,520 39,340 1,210

1995-96 42,651 40,202 1,211

1996-97 44,882 41,074 1,213

1997-98 47,208 41,943 1,215

1998-99 49,579 42,767 1,216

1999-00 52,022 43,567 1,216

2000-01 54,540 44,346 1,217

2001-02 57,144 45,110 1,217
2002-03 59,855 45,874 1,218

2003-04 62,621 46,596 1,218

2004-05 65,496 47,316 1,218
SOURCE: Tables 3.5 to 3.8, and 2.20.

health and welfare from the General Fund-from $416 to $422 per capita in 1994

dollars. This result comes primarily from an increase in projected AFDC
payments: Because AFDC goes to the faster-growing young-age group, its real
expenditure is projected to grow from $86 to $90 per capita in 1994 dollars (see

Table 3.11). CombinMg the history tables (3.1 through 3.3) with the projection
tables (3.9 through 3.11) shows the long-term patterns in health and welfare

expenditures. Three themes stand out:

First, while the total real per-capita expenditure on health and welfare rose
substantially in the early 1990s, real per-capita expenditure from the General
Fund has been remarkably constant, with some slight historical fluctuations
around the average level (see Figure 3.4).

Second, the fluctuations in real per-capita expenditure from the General Fund are
a result of changes in the Medi-Cal and other health and welfare categories;
AFDC and SSI/SSP are far more stable (see Figure 3.5). The dramatic decline in
other health and welfare expenditures in fiscal year 1991-1992 is the result of the

administration of a number of health, mental health, and social services
programs being transferred from the state to the counties under the State Local
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Table 3.10

General Fund Expenditures for Health and Welfare,

California, 1994-2005

Fiscal
Year

Nominal
($ Millions)

Real
1993 $

($ Millions)

Real
1993 $

Per Capita

% of
General

Fund

1993-94 13,282 13,282 416 33.1

1994-95 13,981 13,574 417 32.8

1995-96 14,726 13,880 418 32.8

1996-97 15,505 14,189 419 32.5

1997-98 16,319 14,499 420 32.2

1998-99 17,143 14,787 420 32.1

1999-00 17,991 15,067 421 32.0

2000-01 18,866 15,340 421 31.9

2001-02 19,770 15,607 421 31.9

2002-03 20,711 15,873 421 31.9

2003-04 21,669 16,124 422 31.8

2004-05 22,665 16,374 422 31.8

SOURCE: Tables 3.5 to 3.8, and 2.20.

Realignment Initiative. As a result, General-Fund expenditures in the three
program areas were reduced more than $2.0 billion (Governor's Budget Summary

1992-1993, p. 74). That reduction translates into $69 per capita in 1994 dollars,

which accounts for the drop in other health and welfare expenditures in Figure

3.5.

Finally, California spends approximately a third of its General-Fund revenue on
health and welfare programs, and historical deviations from this average exhibit

no consistent trend (see Figure 3.6).
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Table 3.11

Health and Welfare Expenditures,
Real 1994 $ Per Capita
California, 1994-2005

Fiscal
Year Medi-Cal AFDC SSI/SSP

Other
H&W

Total
H&W

Total Expenditure on Health and Welfare
1993-94 471 176 65 495 1,207

1994-95 471 178 65 495 1,210

1995-96 471 180 65 495 1,211

1996-97 4i . 182 65 495 1,213

1997-98 471 183 66 495 1,215

1998-99 472 183 66 495 1,216

1999-00 472 184 66 495 1,216

2000-01 472 184 66 495 1,217

2001-02 472 184 66 495 1,217

2002-03 473 184 66 495 1,218

2003-04 473 184 66 495 1,218

2004-05 473 184 66 495 1,218

General Fund Expenditure on Health and Welfare
1993-94 174 86 65 91 416

1994-95 174 87 65 91 417

1995-96 174 88 65 91 418

1996-97 174 89 65 91 419

1997-98 174 90 66 91 420

1998-99 174 90 66 91 420

1999-00 174 90 66 91 421

2000-01 174 90 66 91 421

2001-02 175 90 66 91 421

2002-03 175 90 66 91 421

2003-04 175 90 66 91 422

2004-05 175 90 66 91 422
SOURCE: Tables 3.5 to 3.8, and 2.20.



51

1400

1200

1000

800

600

400

200

0
1981

Total
expenditure

-GF expenditure

1985 1989 1993 1997 2001 2005

Fiscal Year

Figure 3.4Real Per-Capita Expenditures on Health
and Welfare

200

180

160

140

120

100

80

60

40

20

0

1981 1985 1989 1993

Fiscal Year

1997 2001 200$

Figure 3.5Real Per-Capita General Fund
Expenditures on Health and Welfare



52

Figure 3.6-General-Fund Expenditure on Health and
Welfare as Percent of General-Fund Revenue

6 G
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4. Projecting Corrections Expenditures

The corrections share of California's General-Fund revenue nearly tripled during

the 1980s and early 1990s. Because of the "three-strikes" law implemented in

1994, the proportion will more than double during the 1990s and early 2000s.

When prison bond issues must be approved and budget cuts made inother

programs to pay for corrections, popular enthusiasm for increased levels of

incarceration may well diminish. However, if the new three-strikes law remains

unchanged, spending on corrections will increase much faster than General-Fund

revenues, as Figure 4.1 indicates.

In this section, we describe the three-strikes law, consider the historical trends in

corrections, and present the information used Lt our projections of corrections

costs (for both prisons and the youth authority).
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Figure 4.1Spending on Corrections Will Grow Much Faster than Revenues
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The Three-Strikes Law

California's three-strikes law1 increases the number of criminals in prison in

three ways. First, the new law increases the probability that a convicted criminal
will go to prison, instead of receiving only probation or jail plus probation.
Second, it increases the nominal sentence length. Third, it decreases the amount
of "good time" awarded, making the actual sentence length a larger proportion
of the nominal sentence. (See Greenwood et al., 1994, for a detailed analysis of

the law's provisions and estimates of its effects on corrections costs and crime

reduction.)

These three effects are triggered by the accumulation of "strikes," that is,
convictions for "serious" crimes. Murder, rape, robbery, assault, arson, and more
than half of burglaries are classified as serious crimes in California law. The rest
of burglaries, thefts, motor vehicle thefts, and all other crimes such as drug law

violations, are classified as not serious. The distinction is primarily whether a
victim suffers, or could potentially suffer, bodily harm. By this definition, about

a third of all felonies are serious crimes.

Receiving a second strike (that is, being convicted of a second serious crime)
results in (a) the certainty of a prison sentence (as opposed to only about a one-
third chance under previous law), (b) a nominal sentence double that under
previous law, and (c) good time of only 20 percent (down from 50 percent under
previous law). RAND's analysis of the new law estimated that 74 percent of the
cost and 85 percent of the crime-reduction benefits of the three-strikes law comes
from its second-strike provisions (Greenwood, et al., 1994, p. 26). However, the

third-strike provisions give the law its name. In addition to the certainty of a
prison sentence and the earning of only 20 percent good time, a third strike
results in a nominal sentence of at least 25 yews. Moreover, the 25-year sentence
is triggered by conviction for any felonyserious or notprovided the convicted
criminal already has two strikes.

Historical Trends

Tougher sentencing in California did not start with 1994's three-strikes law.
Although the proportion of the General Fund going to corrections eeclined
slightly during the 1970s (from 4.2 percent to 3.4 percent), it climbed steadily

1 The new law (AB 971) was signed by Governor Wilson in March 1994. Usually called the
three-strikes law, it is also referred to as the Jones law after one of the legislation's sponsors.

G
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during the 1980s and early 1990s. The 3.4 percent in 1980 grew to 6.8 percent by

1990 and to 8.5 percent by 1994.

Because of price inflation, the increase in nominal corrections cost from 1970 to
1994 was huge, a factor of 13.6. Removing the effect of price inflation to get real

cost drops the growth factor to 4.6. Dividing by California's growing population

shows that real per-capita spending on corrections grew by a factor of 2.8 over
the 24-year time period. Real General-Fund revenue per capita also grew over

this period, but not as much as the corrections cost. Corrections cost as a percent
of General-Fund revenuegrew by a factor of 2.0 from 1970 to 1994. (See Table 4.1

for the history of California's corrections cost from 1970 through 1994.)

Projecting Corrections Costs

Prison Costs

Drawing upon the analysis done for Greenwood et al. (1994), we project that if
th3 three-stnkes law is fully implemented, the number of prisoners in California
will increase by a factor of 3.2, from 116,000 in 1992-1993 to 376,000 in 200'1-2005.
We derive the prison cost estimates by multiplying operating cost per prisoner
and debt-service cost per prisener by the prisoner estimates (Table 4.2).

Projections of prison populations made by the California Department of
Corrections are lower than those used in this analysis. For example, the
Greenwood et al. (1994) analysis used here projects that the three-strikes law will
have caused California's prison population to reach 284,000 by the end of fiscal

year 1998-1999 (see Table 4.2). In contrast, in 1994, the Department of

Corrections projected that the prison population at the end of fiscal year 1998-
1999 would be 236,000,2 and in 1995 they lowered that projection to 183,000.3
Our interpretation of these differences is that the Greenwood et oL (1994)
projection shows what would happen if the letter of the three-strikes law were
implemented, and the Department of Corrections projections show what may
well happen when the reality of the implied costs becomes apparent. The
anticipated changes in the three-strikes law that would result in the lower
projected prison popuktion are not spelled out in the Corrections Department
analysis. However, the anaiysis in Greenwood et al. (1994) showed that there are

2Cahforma Department f Corrections i1994, Table 1) projects an institution population for 1999
of 246,000. Subtracting an estimated 10,000 Youth Authority wards leaves 236,000 esfimated adult
prisoners.

3California Department of Corrections (199S, Table 1) projects an institution pwulation for 1999
of 193,000. Subtracting an estimated 10,000 Youth Authority wards leaves 183,003 estimated adult
prisoners
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Table 4.1

Corrections Cost,
California, 1970-1994

Real Real % of
Fiscal Nominal 1994 $ 1994 $ General
Year ($ Millions) ($ Millions) Per Capita Fund

1969-70 182 717 36.32 4.2

1970-71 193 735 36.65 4.3

1971-72 206 757 37.19 3.8

1972-73 236 820 39.86 4.0

1973-74 268 844 40.44 4.0

1974-75 315 901 42.53 3.7

1975-76 350 941 43.70 3.7

1976-77 389 976 44.49 3.5

1977-78 430 999 44.68 3.2

1978-79 498 1,044 45.72 3.3

1979-80 599 1,086 46.69 3.4

1980-81 695 1,136 47.76 3.7

1981-82 832 1,277 52.59 4.2

1982-83 834 1,260 50.79 4.1

1983-84 965 1,389 54.82 4.1

1984-85 1,198 1,64E 63.82 4.5

1985-86 1,555 2,074 78.55 5.5

1986-87 1,773 2,272 83.97 5.5

1987-88 2,009 2,462 88.83 6.2

1988-89 2,137 2,494 87.83 5.8

1989-90 2,584 2,860 98.13 6.8

1990-91 2,834 3,011 100.45 7.5

1991-92 3,091 3,172 103.51 7.5

1992-93 3,044 3,044 97.25 7.6

1993-94 3,383 3,284 102.94 8.5

Ratio
1994/1970 18.6 4.6 2.8 2.0

SOURCES: (a) Nominal corrections cost: California's fiscal history,
1969-1970 to 1992-1993, historical series from Governor's Budgets
adjusted for consistency with current accounts by RAND(ratio of debt
service to operating cost in 1992-1993 used to estimate debt service in
earlier years); and Governor's Budget Summary, 1995-1996 (for
1993-1994 actual cost); (b) price, population, and General-Fund
deflators.
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Table 4.2

Costs of Adult Corrections with the Three-Strikes Law

Fiscal
Year

Operating Cost Debt Service

Prisoners
Cost per Total

Prisoner ($) ($ Millions)
Cost per
Prisoner

Total
($ Millions)

1993-94 116,113 23,331 2,709 2,739 318

1994-95 15,7810 24,031 3,792 2,821 445

1995-96 193,692 24,752 4,794 2,905 563

1996-97 226,349 25,494 5,771 2,993 677

1997-98 256,770 26,259 6,743 3,082 791

1998-99 283,612 27,047 7,671 3,175 900

1999-00 310,227 27,858 8,642 3,270 1,014

2000-01 331,984 28,694 9,526 3,368 1,118

2001-02 348,892 29,555 10,311 3,469 1,210

2002-03 365,910 30,441 11,139 3,573 1,308

2003-04 374,150 31,355 11,731 3,681 1,377

2004-05 375,530 32,295 12,128 3,791 1,424

SOURCES: (a) Prisoner projections are from the analysis done for Greenwood, et al.,
1994; (b) cost factors for operating cost and debt service are 1994 expenditures per
prisoner inflated by the price index.

considerably less costly alternatives to the specific three-strikes law adopted by

California.4

Youth Authority Cost

To project Youth Authority cost, we assume that real cost increases in proportion

to the number of California's school-age children. That population is expected to

increase by a factor of 1.4 (from 5.8 million ht 1992-1993 to 7.9 million in 2004-

2005). To get nominal dollars, we inflate the estimates using the price index (see

Table 4.3).

Summary of Projections

Adding the operating and debt-service costs of adult corrections to the youth

authority cost gives our projections of the total cost of corrections in California.

All these costs are paid for from California's General Fund. Table 4.4 shows

4For example, Greenwood et al. (1994. Table 4.4, p. 26) shows that if the "third stnke" were
redefmecl to be a violent felony (rather than any felony as in the current three-strikes law), the average
annual cost of the law (which is driven primarily by the pro)ected size of the prison population)
would decrease by 29 percent.



Table 4.3

Cost of Youth Corrections

Fiscal
Year

Population Ages 5-17 Price
Index

Cost of Youth
Corrections
($ Millions)Thousands Index

1993-94 5792 1.000 1.000 356

1994-95 5956 1.028 1.030 377

1995-96 6156 1.063 1.061 401

1996-97 6402 1.105 1.093 430

1997-98 6629 1.145 1.126 459

1998-99 6842 1.181 1.159 488

1999-00 7036 1.215 1.194 516

2000-01 7244 1.251 1.230 548

2001-02 7425 1.282 1.267 578

2002-03 7604 1.313 1.305 610

2003-04 7763 1.340 1.344 641

2004-05 7902 1.364 1.384 672

SOURCES: (a) Population: California Department of Finance,
Demographic Research Unit; (b) price index: Table 2.20.

Table 4.4

Corrections Expend i tures

California, 1994-2005

Fiscal
Year

Nominal
($ Millions)

Real
1994 $

($ Millions)

Real
1994 $

Per Capita

°A. of

General
Fund

1993-94 3,383 3284 102.94 8.5

1994-95 4,614 4350 133.75 11.0

1995-96 5,758 5270 158.78 13.0

1996-97 6,878 6111 180.46 14.6

1997-98 7,993 6895 199.70 16.0

1998-99 9,059 7587 215.63 17.2

1999-00 10,173 8272 230.90 18.3

2000-01 11,192 8835 242.42 19.2

2001 -02 12,100 9274 250.26 19.8

2002-03 13,056 9715 257.93 20.4

2003-04 13,750 9933 259.67 20.5

2004-05 14,224 9976 256.87 20.3

Ratio
2005/1994 4.2 3.0 2.5 2.4

SOURCE: Tables 4.2, 4.3, and 2.20.
NOTE: All corrections expenditures are from the General Fund.
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projected costs, assuming that the three-strikes law is fully implemented. Figure
4.2 combines the projections in this table with the history in Table 4.1 to show the

long-term pattern of corrections cost as a percent of General-Fund revenue. The

surge caused by the three-strikes law is tru'y ,morecedented.

1970 1975 1980 1985 1990 1995 2000 2005

Figure 4.2Corrections Cost as Percent of General-Fund Revenue, 1970-2005



5. Projecting K-14 Education Expenditures

In Section 1, we projected that General-Fund revenues and spending on K-14

education would rise about equally over the next decade, as shown in Figure 5.1.

In this section, we present the material that supports this projection. We begin by

reviewing the political context and historical trcnds in K-14 spending from 1970

to 1994. We then project K-14 expenditures as they will be affected by the

provisions of two ballot initiatives that basically create the framework for K-14

finance in the state.

Historical Trends

Today, California expenditures for K-14 education are supported primarily by

General-Fund revenues and locally raised revenues, with relatively minor
contributions from federal sources. The largest share of local revenues comes
from property taxes. Until the late 1970s, local revenues supported the bulk of
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K-14 spending. Some political background is essential to understanding why

and how this changed and the implications for subsequent and future trends.

In 1978, California's voters passed Proposition 13, which reduced property-tax

revenue by more than half and, consequently, property-tax support of K-14

education. In reaction, the state increased K-14's share of General-Fund revenues

and reduced its share of total property-tax revenues. Concerned about what

tight funding might do to the quality of K-14 education, in 1988, the voters

passed Proposition 98. It established a minimum level of state spending for K-14

education. However, the state's worsening economy convinced voters in 1990 to

pass Proposition 111, which introduced a set of exceptions and qualifications to

Proposition 98's rules. Finally, to take some of the pressure off the General Fund,

the state increased the share of total property taxes allocated to K-14 education

almost to pre-Proposition 13 levels.

Figure 5.2 shows the impact of Proposition 13 on total property taxes and on the

property taxes available to support K-14 education. Both the precipitous drop in

total property taxes in 1979 and the increased share of taxes going to K-14 in the

mid-1990s are clearly visible.

How did these events affect historical trends? With the passage of Proposition
13, total property tax revenues shrank from $10.3 billion (1978) to only $4.9

billion a year later, and property-tax funding for K-14 education fell from $5.4
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billion to $2.6 billion. Claims on property tax from other quarters also decreased

K-14's share of those taxes during the 1980s and early 1990s: It dropped from a

pre-Proposition 13 level of 53 percent to 39 percent by 1982 and 35 percent by

1992. Reversing this trend, the state increased K-14's share to 41 percent in 1993

and to 51 percent in 1994 (see Table 5.1).

To replace the revenue lost from property taxes, the state increased General Fund

expenditures enough to prevent nominal total spending on K-14 from decreasing

between 1978 to 1979 (see Table 5.2). However, real total spending on K-14

decreased by 9 percent.

The percent of the General Fund spent on K-14 rose from 28 percent in 1978 to 43

percent in 1979. This high level of General-Fund support continued for over a

decade and did not fall below 40 percent until 1994 (see Table 5.3).

Projecting K-14 Expenditures Under Propositions
98 and 111

As previously stated, the finance of K-14 education is mandated by the

provisions of Propositions 98 and 111. The specific calculations to implement

these provisions are complex. In simulating K-14 finance, the first major task is

modeling the provisions of the California Constitution and Education Code,

which are defined by Propositions 98 and 111.1 Conceptually, Proposition 98

creates a baseline level of funding for K-14 education in California. Unless the

state goes into bad economic times, the spending floor remains at this baseline,

which is defined by Tests 1 and 2 of the State Constitution, Section 8, subdivision

(b). In bad times, however, Test 3 of the same section takes over and allows the

state to spend less than the baseline amounts. When this situation occurs, the

shortfall between actual spending and the baseline is called the maintenancefactor.

When bad times pass, provisions ensure that the state returns to the baseline and

repays the maintenance factor. This process is called restoration.

Appendix B presents details of the model we used to make the calculations
necessary for projecting the state's K-14 expenditures under Propositions 98 and

111. This chapter presents only the bottom line on General-Fund expenditures for

K-14 education. As Table 5.4 shows, during the 1994-2005 projection period, we

I Much of the model documentation in this chapter can also be found in Shires et al. (1994,
Appendix D) and in Shires (1995, Appendix E).
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Table 5.1

Property Tax Revenue ($ Millions)
California, 1970-1994

Fiscal K-14
Cities and
Counties

Special
Districts Total

K-14 as
percent
of Total

1969-70 2,672 1,959 304 4,935 54.1

1970-71 2,977 2,406 334 5,717 52.1

1971-72 3,289 2,694 389 6,372 51.6

1972-73 3,613 2,780 427 6,820 53.0

1973-74 3,534 2,694 420 6,648 53.2

1974-75 3,874 3,029 478 7,381 52.5

1975-76 4,360 3,410 527 8,297 52.5

1976-77 4,933 3,830 604 9,368 52.7

1977-78 5,493 4,121 663 10,277 53.4

1978-79 2,597 1,762 551 4,910 52.9

1979-80 2,224 2,519 918 5,661 39.3

1980-81 2,470 2,934 956 6,360 38.8

1981-82 2,769 3,294 1,122 7,185 38.5

1982-83 3,013 3,717 1,277 8,007 37.6

1983-84 3,245 3,953 1,437 8,635 37.6

1984-85 3,484 4,386 1,567 9,437 36.9

1985-86 3,794 4,743 1,738 10,274 36.9

1986-87 4,039 5,154 1,933 11,126 36.3

1987-88 4,360 5,692 2,152 12,204 35.7

1988-89 4,724 6,209 2,374 13,308 35.5

1989-90 5,192 6,844 2,684 14,720 15.3

1990-91 5,749 7,603 3,046 16,398 35.1

1991-92 6,168 8,197 3,323 17,687 349
1992-93 7,709 7,813 3,115 18,636 41.4

1993-94 9,666 6,052 3,368 19,086 50.6

Ratio
1994/1970 3.6 3.1 11.1 3.9 0.9

SOURCE: California State Board of Equalization.



Table 5.2

Total Expenditure on K-14 Education by Funding Source ($ Millions),
California, 1970-1994

Fiscal
Year

General
Fund

Property
Taxes

Federal
Funds

Special
State
Funds

Other
Local

Revenue Total

Real
1994 $

Per Ca ita

1969-70 1,726 2,672 199 5 262 4,864 19,750

1970-71 1,778 2,977 238 6 275 5,274 20,649

1971-72 1,734 3,289 336 6 289 5,655 21,432

1972-73 1,935 3,613 349 6 310 6,213 22,235

1973-74 2,639 3,534 328 7 346 6,855 22,253

1974-75 2,876 3,874 337 8 387 7,483 22,016

1975-76 3,205 4,360 445 9 419 8,437 23,351

1976-77 3,539 4,933 490 10 457 9,428 24,384

1977-78 3,778 5,493 573 11 504 10,358 24,749

1978-79 6,604 2,597 673 12 570 10,454 22,563

1979-80 8,119 2,224 800 14 670 11,827 22,087

1980-81 8,826 2,470 907 16 760 12,979 21,852

1981-82 9,041 2,769 870 17 827 13,525 21,390
1982-83 9,125 3,013 795 19 863 13,816 21,496
1983-84 10,206 3,245 963 21 924 15,360 22,771
1984-85 11,574 3,484 992 22 981 17,053 24,164
1985-86 12,640 3,794 1,059 21 1,508 19,021 26,134
1986-87 13,874 4,039 1,146 21 1,449 20,528 27,092
1987-88 15,069 4,360 1,261 22 2,311 23,022

1988-89 15,652 4,724 1,469 24 2,837 24,706
29,063

1989-90 16,598 5,192 1,616 26 2,877 26,309
29,701

1990-91 16,181 5,749 1,749 28 2,469 26,176
29,989

1991-92 18,310 6,168 1,922 31 2,253 28,682
28,649

1992-93 17,652 7,709 2,103 32 2,601 30,096 30,314

1993-94 15,543 9,666 2,283 39 2,778 30,309 30,998

Ratio
30,309

1994/1970 9.0 3.6 11.5 7.1 10.6 6.2 1.5

SOURCES: (a) Property taxes from Table B.1; (b) General Fund, federal funds, special funds from
Governor's Budget Summary, fiscal years 1969-1970 through 1993-1994; (c) other local revenue for
K-12 from Shires, et al. (1995, Table C.1), with 1986 estimated to be the same as 1987 and with 1970
to 1985 estimated using the non-lottery, real per-capita amount for 1987, because the lottery
income did not begin unti11986. Other local revenue for community colleges from Shires (1995,
Table D.1), with 1970 to 1980 estimated using the real per-capita amount for 1981.
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Table 5.3

General- Fund Expenditures on K-14 Education,
California, 1970-1994

Fiscal
Year

Nominal
($ Millions)

Real
1994 $

($ Millions)

Real

1994 $
Per Capita

% of
General

Fund

1969-70 1,726 7,008 355 39.9

1970-71 1,778 6,960 347 39.2

1971-72 1,734 6,574 323 32.1

1972-73 1,935 6,925 336 32.4

1973-74 2,639 8,569 411 37.8

1974-75 2,876 8,461 400 33.3

1975-76 3,205 8,870 412 33.2

1976-77 3,539 9,152 417 31.1

1977-78 3,778 9,028 404 27.6

1978-79 6,604 14,252 624 43.4

1979-80 8,119 15,162 652 45.1

1980-81 8,826 14,859 625 46.4

1981-82 9,041 14,299 589 43.1

1982-83 9,125 14,198 572 43.0

1983-84 10,206 15,131 597 42.9

1984-85 11,574 16,400 635 43.6

1985-86 12,640 17,366 658 45.0

1986-87 13,874 18,310 677 42.7

1987-88 15,069 19,022 686 46.3

1988-89 15,652 18,817 663 42.4

1989-90 16,598 18,919 649 42.8

1990-91 16,181 17,710 591 42.3

1991-92 18,310 19,351 631 43.6

1992-93 17,652 18,181 581 43.1

1993-94 15,543 15,543 487 38.8

Ratio
1994/1970 9.0 2.2 1.4 1.0

SOURCES: Tables 5.2 and 2.20.

expect the nominal expenditure to increase considerably but real per-capita

spending to increase only slightly.

In Section 2, we provided high and low estimates, in addition to the baseline

estimate, for personal income and General Fund revenue (see Tables 2.11 and

2.19). We used those estimates to make high and low projections for General
Fund spending on K-14 education. As Table 5.5 shows, the uncertainty about
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Table 5.4

General Fund Expenditures on K-14 Education
Under Proposition 98/111

California, 1994-2005

Fiscal
Year

Real Real

Nominal 1994 $ 1994 $

($ Millions) ($ Millions) Per Ca ita

---77151-
General

Fund

1993-94 15,543
-

15,543 487 38.8

1994-95 16,420 15,942 490 38.5

1995-96 17,410 16,411 494 38.8

1996-97 18,560 16,985 502 38.9

1997-98 19,960 17,734 514 39.4

1998-99 21,050 18,158 516 39.5

1999-00 22,270 18,651 521 39.6

2000-01 23,350 18,986 521 39.5

2001-02 24,490 19,333 522 39.5

2002-03 25,670 19,674 522 39.5

2003-04 26,940 20,046 524 39.6

2004-05 28,020 20,242 521 39.4

SOURCES: Tables B.4 and 2.20.

Table 5.5

Alternative Estimates of General-Fund
Expenditures on K-14 Education Under

Proposition 98/111 ($ Millions)
California, 1994-2005

Fiscal
Year

Personal Income Projection
Low Baseline Hit_

1993-94 15,543 15,543 15,543

1994-95 16,420 16,420 16,420

1995-96 17,410 17,410 17,410

1996-97 18,330 18,560 18,560

1997-98 19,640 19,960 20,180

1998-99 20,630 21,050 21,580

1999-00 21,640 22,270 23,290

2000-01 22,600 23,350 24,750

2001-02 23,600 24,490 26,450

2002-03 24,630 25,670 28,010

2003-04 25,730 26,940 29,680

2004-05 26,640 28,020 31,210
SOURCE: Alternative projections of personal income
from Table 2.10 used in Proposition 98 model.
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future personal income and General-Fund revenue in this analysis does not have

much effect on projected K-14 expenditures. Although both General Fund and
personal income projections are used in the Proposition 98 model, it turns out

that during the 1994 to 2005 period only the personal-income projections affect

the model output, so the low and high cases are labeled by personal-income

scenario.

Summary of Real Expenditures per Student

Real expenditure per student provides an explicit measure of the support level

for K-14 education. In Tables 5.6 and 5.7, we separate the expenditure

projections for K-12 schools and community colleges.
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Table 5.6

Total Expenditure on K-12 Education Under Proposition 981111
by Source of Funding ($ Million)

California, 1994-2005

Nominal Expenditure ($ million) Real

Special Other 1994 $

Fiscal General Property Federal State Local per ADA*

Year Fund Taxes Funds Funds Revenue Total Student

1988-89 14,149 4,064 1,469 22 2,680 22,384 5,956

1980 90 15,005 4,472 1,616 24 2,720 23,836 5,804

1990-91 14,444 4,959 1,749 26 2,370 23,548 5,303

1991-92 16,523 5,338 1,922 28 2,170 25,980 5,474

1992-93 16,267 6,699 2,101 29 2,490 27,586 5,569

1993-94 14,445 8,366 2,280 36 2,660 27,787 5,379

1994-95 15,121 8,617 2,384 38 2,782 28,942 5,357

1995-96 16,024 8,919 2,520 40 2,940 30,443 5,332

1996-97 17,074 9,276 2,665 42 3,109 32,166 5,327

1997-98 18,352 9,739 2,813 44 3,281 34,230 5,371

1998-99 19,356 10,324 2,959 47 3,453 36,139 5,390

1999-00 20,479 10,943 3,114 49 3,633 38,218 5,417

2000-01 21,482 11,709 3,279 52 3,826 40,347 5,431

2001-02 22,540 12,529 3,455 55 4,031 42,610 5,443

2002-03 23,637 13,406 3,645 38 4,252 44,997 5,449

2003-04 24,818 14,344 3,849 61 4,490 47,562 5,454

2004-05 25,835 15,492 4,055 64 4,731 50,177 5,461

SOURCES:
(a) Historical property taxes allocation to K-12 from Office of Legislative Analyst,

State of California.
(b) Historical General Fund, Federal Funds, and Special Funds from Governor's

Budget Summaries.
(c) Historical Other Local Revenues from Shires et al. (1994, Table C.1).
NOTES:
(a) Property taxes for K-12 are estimated using the 1993-94 percentage,

43.8%, of total property taxes.
(b) General fund estimated as a residual from allocating 90% of the

sum of total general fund plus property taxes to K-12.
(c) Federal Funds, Special Funds, and Other Local Revenue projected

assuming that real amounts per K-12 student are constant at
their 1993-94 levels. See Table A.6 for the student counts.

* ADA = Average daily attendance.
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Table 5.7

Total Expenditure on Community College Education Under Proposition 98/111

by Source of Funding (5 Million)
California, 1994-2005

Nominal Expenditure ($ million)
1917 7Special Other 94

Fiscal General Property Federal
Taxes

Local per FTE"State

Year Fund Funds Funds Revenue Total Student

1988-89 1,503 660 2 157 2,322 3,331

1989-90 1,593 720 2 157 2,473 3,192

1990-91 1,737 790 2 99 2,628 3,108

1991-92 1,787 830 3 83 2,702 3,301

1992-93 1,385 1,010 1 3 111 2,510 2,789

1993-94 1,098 1,300 3 3 118 7,522
49

1994-95 1,299 1,339 3 3 126 2,770 2,87766

1995-96 1,386 1,386 3 3 131 2,909 2,896

1996-97 1,4& 1,441 4 3 138 3,0''3 2,905

1,608 4 3 1461997-98 1,513 3,274 2,938

1998-99 1,694 1,604 4 3 153 3,459 2,948

1999-00 1,791 1,700 4 4 161 3,661 2,965

2000-01 1,868 1,819 4 4 170 3,866 2.974

2001-02 1,950 1,947 5 4 179 4,084 2,985

2002-03 2,033 2,083 5 4 188 4,312 2,997

2003-04 2,122 2.229 5 4 198 4,559 3,013

2004-05 2,185 2,407 5 5 208 4,810 3,022

SOURCES:
(a) Historical property taxes allocation to community colleges from Office of Legislative

Analyst, State of California.
(b) Histoncal General Fund, Federal Funds, and Special Funds from Governor's

Budget Summaries.
(c) Historical Other Local Revenues from Shires (1995, Table D.1).

NOTES:
(a) Property 'axes for community colleges u. ostimated using the 1993-94 percentage,

6.6%, of total property taxes.
(b) General fund estirnated as a residual from allocafing 10% of the

sum of total general fund plus property taxes to community colleges

(c) Federal Funds, Special Funds, and Other Local Revenue projected
assuming that real amounts pet community college FTE student are
constant at their 1993-94 levels. See Table A.6 for the student counts.

*FIE = Full-Time equivalent.
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A. Sensitivity to Revenue and Expense
Assumptions

According to our baseline projections, from 1994 to 2005 California's General-

Fund revenue will increase from $40.1 billion to $71.2 billion, and General-Fund

expenditures for K-14 education, health and welfare, and corrections will

increase from $32.3 billion to $64.9 billion. The proportion of General-Fund

revenues required for these three expense categories will increase from 80

percent in 1994 to 91 percent in 2005.

General-Fund revenue not spent on K-14, health and welfare, and corrections

supports higher education and other government functions (for example, the

state legislature). From 1981 to 1994, that support averaged 20 percent of

General-Fund revenue. According to our baseline projections, the support
available for higher education and other government functions will be cut in half
by 2005, from 20 percent to only 9 percent (see Figure A.1).

Our baseline projections of revenues and expenditures depend on the estimates
and assumptions made during the course of the analyses discussed in the main
text. Those analyses identified two key areas in which the implications of

alternative assumptions should be assessed. First, in projecting personal income
and General-Fund revenue (Section 2), the analysis considered alternative
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Figure A.1Percent of General-Fund Revenue Available for Higher Education and
Other Government Expenditure&
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assumptions that generated low and high estimates in addition to the baseline
estimate (see Tables 2.11 and 2.19). Second, there could be pressure to restore K-

14 eN.pet tditures to the 1989 level of support.

From these alternative assumptions, we constructed four alternatives for #
sensitivity analysis. The purpose of the sensitivity analysis is to test the
robustness of our conclusion that 91 percent of General-Fund revenue will be

spent on K-14, health and welfare, and corrections in 2005. The four alternative

cases are:

High revenue: High economic growth causes larger increases in personal

income and General-Fund revenue than in the baseline case.

Low revenue: Low economic growth causes smaller increases in personal

income and General-Fund revenue than in the baseline case.

Baseline revenue and 1989 support for K-14: Revenue remains at baseline,
but expenses are higher because K-14 real expenditure per student is

restored to the 1989 level.

Low revenue and 1989 support for K-14: Revenue is lower and expenses are
higher because K-14 real expenditure per student is restored to the 1989

level.

Tables A.1 through A.5 present the four alternatives, as well as the baseline
projection. 'They are presented in order of increasing percentages of General-
Fund revenue spent on the three major spending categories: K-14, health and
welfare, and corrections.

If revenues are higher than in the baseline projection, 89 percent of the General
Fund will be needed in 2005 for K-14, health and welfare, and corrections.

Under this case, 11 percent of General-Fund revenue is available for higher
education and other government functions (see Table A.1).

Table A.2 presents the details of the baseline projection. K-14, health and
welfare, and corrections require 91 percent of General-Fund revenue in 2005,

leaving 9 percent for higher education and other government.

The funding crisis deepens if we assume that revenue will be lower than in the

baseline projection: As Table A.3 indicates, 94 percent of General-Fund revenue
will be required in 2005 for the three major expense categories, and only 6
percent will remain to support higher education and other government activities.

The scenarios considered thus far assume that spending on K-14 education will
be kept at the lowest levds allowed by Proposttior. 98. Linder these scenarios,

a.)

J
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real spending per student is declining. It would take increased resources to
maintain real per-pupil spending at historical levels.1 in the scenarios shown in
Tables A.4 and A.5, K-14 spending is restored to 1989 levels (of real expenditure

per student).

If we assume General-Fund revenues at the baseline level and 1989 K-14
spending, 98 percent of those revenues are consumed by the three major
categories, leaving only 2 percent for higher education and other government
(Table A.4). If we assume 1989-level spending on K-14 and lower resources, K-14,

health and welfare, and corrections consume 103 percent of General-Fund
revenues. Nothing (in fact, less than nothing, minus two percent) would be left

to support higher education and other government activities.

Figure A.2 graphs the annual percentages spent on K-14 education, health and
welfare, and corrections for the alternative cases. These results have two general
implications: First, the finding of a fiscal crisis is robustthere is a funding
problem for higher education and other government functions in all our five
cases. Second, the effect of policy options (cutting corrections cost or increasing
K-14 support) is larger than the effect of uncertainty about revenue projections.

1Table A.6 contains the student projections we used in our calculations. Table A.7 shows the
total K-14 expenditures needed to make real spending per full-time equivalent (FTE) student for 1995
through 2005 be at the 1989 level.
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Table A.1

Total General-Fund Revenue and General-Fund Expenditures on K-14 Education,
Health and Welfare, and Corrections, 1994-2005

(Case: High Revenue)

Fiscal Year
General-Fund

Revenue

General-Fund Expenditures on K-14,
Health and Welfare, and Corrections

K-14 H&W Corrections Total

Nominal Dollars (5 Billions)

1993-94 40.1 15.5 133 3.4 32.2

1994-95 42.6 16.4 14.0 4.6 35.0

1995-96 44.9 17.4 14.7 5.8 37.9

1996-97 47.7 18.6 15.5 6.9 40.9

1997-98 511 20.2 16.3 8.0 44.5

1998-99 54.3 21.6 17.1 91 47.8

1999-00 58.2 23.3 18.0 10.2 51.5

2000-01 61.7 24.8 18.9 11.2 54.8

2001-02 65.6 26.5 19.8 12.1 58.3

2002-03 69.1 28.0 20.7 13.1 61.8

2003-04 72.8 29.7 21.7 13.7 65.]

2004-05 76.6 31.2 22.7 14.2 68.1

Percent of General-Fund Revenue

1993-94 100% 39% 33% 8% 80%

1994-95 100% 39% 33% 11% 82%

1995-96 100% 39% 33% 13% 84%

1996-97 100% 39% 32% 14% 86%

1997-98 100% 40% 32% 16% 87%

1998-99 100% 40% 32% 17% 88%

1999-00 100% 40% 31% 17% 88%

2000-01 100% 40% 31% 18% 89%

2001-02 100% 40% 30% 18% 89%

2002-03 100% 41% 30% 19% 89%

2003-04 100% 41% 30% 19% 89%

2004-05 100% 41% 30% 19% 89%

SOURCES: Revenue from Table 2.19 (high growth), K-14 from Table 53 (high personal income),
health and welfare horn Table 3.10, and corrections from Table 4.4.
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Table A.2

Total General-Fund Revenue and General-Fund Expenditures on K-14 Education,
Health and Welfare, and Corrections, 1994-2005

(Case: Baseline Projection)

General-Fund Expenditures on K-14,
Health and Welfare, and Corrections

Fiscal Year
General-Fund

Revenue K-14 H&W Corrections Total

Nominal Dollars ($ Billions)

1993-94 40.1 15.5 13.3 3.4 32.2

1994-95 42.6 16.4 14.0 4.6 35.0

1995-96 44.8 17.4 14.7 5.8 37.9

1996-97 47.7 18.6 15.5 6.9 40.9

1997-98 50.6 20.0 16.3 8.0 44.3

1998-99 53.3 21.1 17.1 9.1 47.3

1999-00 56.3 22.3 18.0 10.2 50.4

2000-01 59.1 23.4 18.9 11.2 53.4

2001-02 62.1 24.5 19.8 12.1 56.4

2002-03 65.0 25.7 20.7 13.1 59.4

2003-04 68.0 26.9 21.7 13.7 62.4

2004-05 712 28.0 22.7 14.2 64.9

Percent of General-Fund Revenue

1993-94 100% 39% 33% 8% 80%

1994-95 100% 39% 33% 11% 82%

1995-96 100% 39% 33% 13% 85%

1996-97 100% 39% 33% 14% 86%

1997-98 100% 39% 32% 16% 87%

1998-99 100% 39% 32% 17% 89%

1999-00 100% 40% 32% 18% 90%

2000-01 100% 39% 32% 19% 90%

2001-02 100% 39% 32% 19% 91%

2002-03 100% 39% 32% 20% 91%

2003-04 100% 40% 32% 20% 92%

2004-05 100% 39% 32% 20% 91%

SOURCES: Revenue from Table 2.19 (baseline), K-I4 from Table 53 (baseline), Health and
Welfare from Table 3.10, and corrections from Table 4.4.

"



Table A.3

Total General-Fund Revenue and General-Fund Expenditures on K-14 Education,
Health and Welfare, and Corrections, 1994-2005

(Case: Low Revenue)

General-Fund Expenditures on K-14,
Health and Welfare, and Corrections

Fiscal Year
General-Fund

Revenue K-14 H&W Corrections Total
Nominal Dollars (5 Billions)

1993-94 40.1 15 5 13.3 3.4 32.3

1994-95 42.2 16.4 14.0 4.6 35.0

1995-96 44.1 17.4 14.7 5.8 37.9

1996-97 46.5 18.3 15.5 6.9 40.7

1997-98 49.3 19.6 163 8.0 44.0

1998-99 51.8 20.6 17.1 9.1 46.8

1999-00 54.3 21.6 18.0 10.2 49.8

2000-01 57.0 22.6 18.9 11.2 52.7

2001-02 59.6 23.6 19.8 12.1 55.5

2002-03 62.2 24.6 20.7 13.1 58.4

2003-04 65.0 25.7 21.7 13 7 61.1

2004-05 67.9 26.6 22.7 14.2 63.5

Percent of General-Fund Revenue

1993-94 100% 39% 330,0 8% 80%

1994-95 100% 39% 33% 11% 83%

1995-96 100% 40% 33% 13%

1996-97 100% 39% 33% 15%

1997-98 100% 40% 33% 16% 89%

1998-99 100% 40% 33.,,o 17% 90%

1999-00 1 C06/7 40% 33% 19% 92%

2000-01 100% 40% 33% 20% 92%

2001-02 100% 40% 33% 20% 93%

2002-03 100% 40% 33% 21% 94%

2003-04 100% 40% 33% 21% 94%

2004-05 100% 39% 33% 21% 940,0

SOURCES: Revenue from Table 219 (low growth). K-14 from Table 5.5 (low personal income).
health and welfare from Table 3.10, and corrections from Table 4.4.
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Table A.4

Total General-Fund Revenue and General-Fund Expenditures on K-14 Education,
Health and Welfare, and Corrections, 1994-2005

(Case: Baseline Revenue, 1989-Level K-14 Expenditures)

General-Fund Expenditures on K-14,
Health and Welfare, and Corrections

Fiscal Year General
Revenue K-14 H & W Correchons Total

Nominal Dollars ($ Billions)

1993-94 40.1 15.5 13.3 3.4 32.2

1994-95 42.6 20.0 14.0 4.6 38.6

1995-96 44.8 21.3 14.7 5.8 41.8

1996-97 47.7 22 7 15.5 6.9 45.0

1997-98 50.6 24.0 16.3 8.0 48.3

1998-99 53.3 25.1 17.1 9.1 51.3

1999-00 56.3 26.4 18.0 10.2 54.5

2000-01 59.1 27.5 18.9 11.2 57.6

2001-02 62.1 28.8 19.8 12.1 60.7

2002-03 65.0 30.1 20.7 13.1 63.9

2003-04 68.0 31.6 21.7 13.7 67.0

2004-05 71.2 32.8 22.7 14.2 69.7

Percent of Gene al-Fund Revenue

1993-94 100 39 8 33 80

1994-95 100 47 11 33 91

1995-96 100 47 13 33 93

1996-97 100 48 14 33 94

1997-98 100 47 16 32 93

1998-99 100 47 17 32 96

1999-00 100 47 18 32 97

2000-01 100 47 19 32 97

2001-02 100 46 19 32 98

2002-03 100 46 20 32 98

2003-04 100 46 20 32 98

2004-05 100 46 20 32 98

SOURCES: Revenue from Table 2.19 (baseline), K-14 from Table A.7 (General Fund), health and
welfare from Table 3.10, and corrections from Table 4.4.

L.4
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41,
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Table A.5

Total General-Fund Revenue and General-Fund Expenditures on K-14 Education,
Health and Welfare, and Corrections, 1994-2005

(Case: Low Revenue, 1989 Support for K-14)

Fiscal Year
Gener A-Fund

Revenue

General-Fund Expenditures on K-14,
Health and Welfare, and Corrections

K-14 H&W Corrections Total
Nominal Dollars ($ Billions)

1993-94 40.1 15.5 13.3 3.4 32.2

1994-95 42.2 20.0 14.0 4.6 38.6

1995-96 44.1 21-3 14.7 5.8 41.8

1996-97 46.5 22.7 15.5 6.9 45.1

1997-98 49.3 24.0 16.3 8.0 48.3

1998-99 51.8 25.1 17.1 9.1 51.3

1999-00 54.3 26.4 18.0 10.2 54.5

2000-01 57.0 27.5 18.9 11.2 57.6

2001-02 59.6 28.8 19.8 12.1 60.7

2002-03 62.2 30.1 20.7 13.1 63.9

2003-04 65.0 31.6 21.7 13.7 67.0

2004-05 67.9 32.8 22.7 14.2 69.7

Percent of General-Fund Revenue

1993-94 100% 39% 33% 8% 80%

1994-95 100% 47% 33% 11% 91%

1995-96 100% 48% 33% 13% 95%

1996-97 100% 49% 33% 15% 97%

1997-98 100% 49% 33% 16% 98%

1998-99 100% 49% 33% 17% 99%

1999-00 100% 49% 33% 19% 100%

2000-01 100% 48% 33% 20% 101%

2001-02 100% 48% 33% 20% 102%

200203 100% 49% 33% 21% 103%

2003-04 100% 49% 33°k 21% 103%

2004-05 100% 48% 33% 21% 103%

SOURCES: Revenue from Table 2.19 (low growth), K-14 from Table A.7 (General Fund), health
and welfare from Table 3.10, and corrections from Table 4.4.
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Table A.6

Total K-14 Students
(Full-Time Equivalents),
California,1989-2005

Fiscal
Year

K-12
ADA

CC
Total

Students
H E

(in thousands)
1-1E

1988-89 4,518 838 5,356

1989-90 4,681 883 5,564

1990-91 4,860 844 5,704

1991-92 5,016 865 5,881

1992-93 5,102 927 6,029

1993-94 5,166 902 6,068

1994-95 5,245 935 6,180

1995-96 5,382 947 6,329

1996-97 5,52.6 968 6,494

1997-98 5,662 990 6,652

1998-99 5,784 1,012 6,796

1999-00 5,909 1,034 6,943

2000-01 6,041 1,057 7,098

2001-02 6,180 1,080 7,260

2002-03 6,329 1,103 7,432

2003-04 6,489 1,126 7,615

2004-05 6,638 1,150 7,788

SOURCES:
(a) K-14 Average Daily Attendance (ADA)

from Table B.6.
(b) Community College (CC) Full-Time

Equivalents (FTE): from analysis done
for Shires (1995).
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Table A.7

Total Expenditure on K-14 Education at 1989 Spending per Student
By Source of Funding ($ Millions)

California, 1994-2005

Fiscal
Year

General
Fund

Property
Taxes

Federal
Funds

Special
State
Funds

Other
Local

Revenue Total

1993-94 15,543 9,666 2,283 39 2,778 30,309

1994-95 20,007 9,956 2,388 41 2,908 35,299

1995-96 21,292 10,305 2,523 43 3,071 37,234

1996-97 22,673 10,717 2,669 45 3,248 39,351

1997-98 23,974 11,253 2,816 48 3,427 41,518

1998-99 25,142 11,928 2,963 50 3,606 43,689

1999-00 26,364 12,643 3,118 53 3,794 45,973

2000-01 27,546 13,529 3,283 56 3,996 48,409

2001-02 28,796 14,476 3,460 59 4,210 51,000

2002-03 30,134 15,489 3,649 62 4,440 53,774

2003-04 31,571 16,573 3,854 65 4,688 56,751

2004-05 32,814 17,899 4,061 69 4,939 59,782

SOURCES
(a) Non-general-fund components from Table B.8.

(b) Total projected by assuming that the real amount per FTE student is
constant at the 1988-1989 level, using the total student FTE projection
in Table A.6 .

(c) General-Fund expenditures estimated as a residual.
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B. Modeling K-14 Expenditures

This appendix describes the formal model we used in making the calculations
necessary to project the General-Fund expenditures on K-14 education. The goal
of this analysis is to estimate the future prospects for K-14 finance in California.
Because the Proposition 98/111 calculation uses a deflator different from the

California Consumer Price Index (CPI),1 we make all calculations in nominal
dollars and-then convert the results to constant dollars, using the CPI to assure

comparability.

Variables and Conventions

In this appendix, we present the mathematical forms of this model and its
underlying equations. All terms are nominal for purposes of executing the
simulation model. For reporting purposes, we deflate results by the appropriate
inflation rate. The following variables are used throughout.

t: This is an index for the given year.

a: This coefficient represents the required minimum proportion of the
state's General-Fund revenues that must go to K-14 education under
Proposition 98 under Test 1.

Alt: This is the Test 1 calculated amount used for calculating the actual

Proposition 98 minimum-funding guarantee.

A2t: This is the Test 2 calculated amount used for calculating the actual

Proposition 98 minimum-funding guarantee.

A3t: This is the Test 3 calculated amount used for calculating the actual

Proposition 98 minimum-funding guarantee.

A3at: This is the Test 3a calculated amount used for calculating :he actual

Proposition 98 minimum-funding guarantee.

A3bt: This is the Test 3b calculated amount used for calculating the actual

Proposition 98 minimum-funding guarantee.

B t: The state and local commitment to education in year t. It equals the

K-14 portion of state General Fund and those local property taxes allocated
for K-14 education.

1The proposition uses the change in per-capita personal income as an inflation index.
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Et: Total K-12 average daily attendance (ADA) enrollment in public

schools in year t.

Gt: The state General Fund in year i.

Ht: The per capita state General Fund in year t, arrived at by dividing Gt

by Pt.

It: Total personal income in California in year t.

Jt: Per-capita state personal income in year t, derived by dividing It by P.

Nt: The "hypothetical baseline" in year t. The hypothetical baseline is a

value used in calculating the restoration of the maintenance factor in post-
Test Three %see below) or post-suspension years.2 It is equal to the level of

the minimiun-funding guarantee in year t if the suspension or Test Three had

never occurred in a prior year.

N1t: This is the Test 1 calculated amount used for calculating the baseline.

N2t: This is the Test 2 calculated amount used for calculating the baseline.

N3t: This is the cap by which the Test 2 baseline amount is allowed to grow

after a Test 1 year.

Pt: State population in year t.

Rt: The amount of the maintenance factor to be restored in a year t (see

below for discussion of restoration of maintenance factors).

St: The state General-Fund budget for K-14 education in year t also equal

to (Bt - Xt).

Xt: The portion of local property taxes allocated to K-14 education in year

t.

In addition, we calculate the Proposition 98/111 guarantee amount associated
with each of the three tests. The result of the Test 1 calculation is designated Al,
the result of Test 2 is A2, the result of Test 3a is A3a, and the result of the Test 3b

calculation is A3b.

The first stage in this analysis is to calculate the baseline floor for K-14 spending.
We use two terms with similar, but very specific meaningsbaselines and
budgets. The baseline is the hypothetical level of spending for K-14, absent any
interruptions caused by poor economic years and suspensions.3 The budget is

2The state has the option of suspending the Proposition 98 funding requirements in a given
year.

3Most of the provisions of Proposition 98 can be suspended for one year. This analysis does not
consider the effects of suspensions of these provisions.



84

the actual spending in a given year. If a Test 3 year never occurs, then the two are

equal.

The Baseline

The first step is calculating the baseline amounts for K-14 education over the

next decade. In spirit, this baseline is what the education budget would have

been if the General Fund had grown enough to support the "Test 1-Test 2"

amounts. The specific language guiding the calculations for the baseline

amounts for Tests 1 and 2 are provided in California Constitution Article XVI,

Section 8, subdivision (b), paragraphs (1) and (2), respectively. The baseline

amount in any year is given by the greater of Test 1 and 2 amounts as they are

specified in Section 8. The details of these two amounts are presentedbelow.

Baseline Test 1

Test 1 requires that a minimum proportion of the California General Fund be

allocated to K-14 education. The total4 baseline amount allocated to K-14
education under this scenario is then given in Equation (B.1).

Nit = aGt + xt (B.1)

For K-14 education, the share of the General Fund was 40.737 percent in 1988-89

to 1991-92, 37.719 percent in 1992-93, and 34.004 percent in 1993-94 and

thereafter.5 The changes result from adjusting to the increased use of local

property taxes to fund education.

Baseline Test 2

The Test 2 amount is defined by the language in Article XVI, Section (8)(b)(2). It
requires that real per-pupil expenditures6 this year at least equal the prior year's

expenditures. Equation (B.2) presents that calculation.

4The state commitment to K-14 refers to the total state General-Fund commitment plus the total
local property tax proceeds allocated to K-14 education.

This amount was determined as the "percentage of General Fund revenues appropriated for
school districts and community college districts, respectively in fiscal year 1986-87" [State
Constitution, Article XVI, Section 8 (b)

6The provisions of the law require that the enrollment growth factor used here is the change in
K-12 enrollments, not K-14 enrollments.
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Note that, in general, this year's Test 2 amount is a function of last year's baseline

amount 0\44), not the prior year's baseline Test 2 amount, N2t_l. If, in the prior

year, Nt was determined by Test 1 (N1>N2) and Test 1 represented extraordinary

growth levels, then the potential would exist for a significant "ratcheting up" of

the baseline amount. The state took this into account in implementing

Proposition 98 and included a 1.5 percent growth cap on Test 1 in a given year.7

This cap is implemented in Equation (B.3).8

N3 t = (0. 015 )Gt
1

(B.3)

Putting these all together produces Equation (B.4) for the final determination of

the baseline amount. This equation says that the hypothetical baseline amount in

year t equals at least the Test 2 amount plus some other amounts. If Test 3. is

greater than Test 2, the equation adds either the difference between the Test 1

and Test 2 amounts (resulting in the full Test 1 amount) or the 1.5 percent cap on

baseline growth, whichever is smaller. If Test 1 is smaller than Test 2, then the

equation adds zero to the Test 2 total, resulting in the Test 2 amount.

Nt = N2 + min fmax[(Nlt - N2f), 0] N3t} (B.4)

It is important to remember that this baseline amount is the hypothetical amount

that K-14 education would receive in a world where the General Fund always

grows faster than inflation. With this baseline in hand, one cart now turn to the

actual amounts guaranteed to K-14 education.

Budget for K-14 Education

The next step, determining the minimum budget for K-14 education, follows a
methodology similar in many respects to the baseline. The difference is that it
also allows for low-growth years through the introduction of Test 3 calculations.
In a given year, one of the three tests specified in Section 8, subdivision (b) will
apply. The approach used here is to calculate all three amounts and then
ascertain which amount actually applies.

7See subdivision (c) of Section 8, Article XVI.
8Remember that this calculation is for the hypothetical baseline amount. The actual Proposition

98 guarantee in a year can exceed this cap because of Test 1.
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Test 1 Amount

The budget may be represented by a linear function of the General Fund as in the
Test 1 calculation above. Equation (B.5) shows the linear relationship between

the General Fund and the Test 1 budget amount.

A / = aG + X t

Test 2 Amount

(B.5)

Similarly, the Test 2 budget might be last year's budget increased by enrollment
growth9 and inflation (per-capita personal income) growth (the Test 2 amount),

as given in equation (B.6).

A2- = -i[e_TVT)
(B.6)

It is important to point out that Bt_1 ,last year's state and local spending on K-14

education, in this equation represents the prior year's actual spending the budget
and not the baseline. In periods of state economic prosperity, A2t is subject to the
same growth constraints as N2t and therefore Bt..1 cannot exceed Nt_1.

Test 3 Amount

In years of low growth for General-Fund revenue, the budget is determined by
Test 3. Under one provision of this test, the budget is last year's budget
increased by enrollment growth and General Fund (per-capita) growth plus one-
half of one percent (the "Test 3a" amount), as described in Section (8)(b)(3). The
equation is expressed mathematically in (B.7). Note that Bt4 in the equations in

this section represents the actual spending, the budget, from the prior year.

A3a. = 13,4-1-42:1-1 + 0.005]
Et _2

Test 3 is further constrained by Section 41203.5 of the Education Code, which
requires that K-14 education, on a per-pupil basis, do no worse than

(B.7)

91-here is a constraint that, in years of declining enrollment, the enrollment adjustment cannot
serve to reduce the funding amount unless there were also enopliment decreases in the prior two
years. This constraint applies in both Tests 2 and 3a.
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noneducation categories within the General Fund, on a per-capita basis.° This is
"Test 3b." Another way of stating this is that this year's budget might be last
year's budget increased by enrollment growth and the growth in noneducation
spending from the General Fund. This is given in Equation (B.8).

A3b, (G 4)/ 13
4-1)/ R-1)

(B.8)

Recognizing that St=Bt-Xt and St_1=Bt4-Xt...1 in general, and that Bt=A3bt in this

formula, one can solve for A3bt, defining an intermediate variable, Zt, to make

the final formula more compact. This is done in equations (B.9) and (B.10).
Explanation will be limited to the fact that these equations represent the algebraic
solutions of Equation (B.8), solving for A3bt.

A3b,

iff-ly
FI Aq 141-i + x -1)

-1(-4-4(q + xt)4

1

(B.9)

(B.10)

The final Test 3 amount is equal to the greater of A3at or A3bt, as long as it does

not exceed A2t. In equation form, one gets Equation (B.11).

A3t = min[ma>(A34, A34), A2t (B.11)

Moreover, if one is in a Test 3 world, then the budget is below the baseline. The
difference between the two is called the maintenance factor. Since the mcAel
keeps the baseline from year-to-year, the difference between the baseline and the
budget is always the maintenance factor. A final footnote in the description of

these tests is the role of maintenance factors.

Maintenance Factors

Maintenance factors serve to keep a running record of the status of K--14
education under Proposition 98 (the baseline) and its status after the addition of
the low-growth provisions included in Proposition 111 (the budget). In years in

10Since we are assuming that community college buogets and enrollments will move similarly
to K-12, we can execute this test using only K-12 numbers.
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which the General Fund grows faster than inflation, a portion of this shortfall

(the maintenance factor) is restored to the minimum K-14 education budget until

it is restored to baseline levels of funding. This restoration takes place in any

year in which the per-capita General Fund outgrows inflation (per-capita
personal income) and a maintenance factor exists (A2t<N2t). In these years, the

amount is equal to one-half of the difference in growth rates between the per-

capita General Fund and inflation times the General Fund is required to be

allocated to K-14 education in addition to the Test 1 or Test 2 amount. Equation

(B.12) described this relationship mathematically, where Rt is the amount to be

restored to-the budget in year t.

= max min (\k) (2L1qJt -1
G5 tf A240] (B.12)

All of the tests and their related pieces have now been covered and we can now

see how they interact in a given year.

Selecting the Correct Budget Amount

From the preceding part of the analysis, three amountshave been determined,
one from each test Alt, A2t, and A3t. Which of these possibilities actually

happens in a given year is governed by the following logic. The test that

determines which equation to use compares growth in the General Fund per

capita with growth in personal income per capita. If the General-Fund growth is
large by this test, then the budget equals the larger of amount Alt versus amount

A2t plus the restoration Rt. If the General-Fund growth is small by this test, then

the budget equals the amount A3t, represented in equations (B.13) through

(B.15).

If (Li -) > (---!---j ) 0005
ii-i Jr -1

(B.13)

Then B, = rnax( A 1 , A 2, + R, ) (B.14)

Else B, = A 3, (B.15)

One of the crucial aspects of California's K-14 finance structure is that it is

dynamicthat is to say, each year is dependent on what happens in the prior

year. This circumstance means that changes in aw given year, such as those

associated with the voucher initiative, can have effects on the baseline and
budget numbers across all succeeding years. Therefore, it is necessary to develop

01



89

a full dynamic simulation model, as done here, to assess the prospects for K-14

education under different scenarios.

Property Tax as Input to the Model

Proposition 98 guarantees that the sum of General-Fund expenditure on K-14

education and property taxes allocated to K-14 education be at least as large as a

calculated minimum amount. Consequently, we require a projection of property

taxes as an input to the analysis that will determine the required General-Fund

expenditure. Table B.1 presents the property tax projections. Our assumptions
for the growth in local property taxes are that nominal annual growth rates will

remain at their current low levels for a couple of years due to lags in recovery
from the recession. Then, beginning in the mid-1990s, the nominal annual

growth rates will be higher but still considerably lower than they were in the
1980s. The allocation of total property taxes to K-14 education and the other

categories was done using the 1993-4994 distribution.11

11See the notes to Table B.1 for the specific assumptions used in projecting property taxes. They
are the same as those made in the analysis for Shires et al. (1994).
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Table

Property Tax Revenue ($ Millions),
C-lifonlia, 1994-2005

Fiscal
Year

1993-94
1994-95
1995-96
1996-97
1997-98
1998-99
1999-00
2000-01
2001-02
2002-03
2003-04
2004-05

Cities and Special

K-14 Counties Districts Total

9,666 6,052 3,368 19,086

9,956 6,234 3,469 19,659

10,305 6,452 3,591 20,347

10,717 6,710 3,734 21,161

11,253 7,045 3,921 22,219

11,928 7,468 4,158 23,552

12,643 7,91:' 4,405 24,965

13,529 8,470 4,714 26,713

14,476 9,063 5,044 28,583

15,489 9,698 5,39% 30,583

16,573 10,376 5,775 32,724

17,899 11,207 6,237 35,342

OURCES:
(a) Total projected using growth rate assumptions:

3% for 1995, 3.5% for 1996, 4% for 1997, 5% for 1998,

6% for 1999 and 2000, 7% for 2001 to 2004, and
8% for 2005.

(b) Distribution projected using the 1994 distribution:
50.6% K-14, 31.7% cities and counties, and 17.7%
special districts.

Table B.2 assembles the inputs to the Proposition 98 model. Table B.3 presents

the output: the minimum permissible expenditure on K-14 from the General

Fund. Adding the federal funds, state special funds, and other local revenues to

General Funds and property taxes yields the projected total expenditure on K-14

euucation (see Table B.4). Tables B.5 and B.6 then apply price index and

population deflators to reveal trends in real expenditure and real expenditure per

capita. During the 1994 to 2005 projection period, both real per-capita total

expenditure and real per-capita General-Fund expenditure on K-14 education

are projected to increase slightly.

1 0 3
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Table B.2

inputs into Proposition 98/1.11. Model

K-12
ADA General- K-14

Enroll- Personal Fund SAL Property Total

ments Income Revenues Taxes Population

(thousands) ($ millions) ($ millions) ($ millions) (millions)
"X"

1987-88 4,395 496,500 32,500 4,360 27.717

1988-89 4,518 533,600 35,900 4,724 28.393

1989-90 4,681 574,600 37,500 5,192 29.142

1990-91 4,860 619,400 37,000 5,749 29.976

1991-02 5,016 631,700 40,800 6,168 30.646

1992-93 5,102 656,600 39,500 7,709 31.300

1993-94 5,166 683,000 38,900 9,666 31.906

1994-95 5,245 715,000 41,200 9,956 32.520

1995-96 5,382 752,000 43,600 10,305 33.189

1996-97 5,526 793,000 46,400 10,717 33.864

1997-98 5,662 836,000 49,200 11,253 34.524

1998-99 5,784 882,000 51,800 11,928 35.183

1999-00 5,909 928,000 54,700 12,643 35.824

2000-01 6,041 976,000 57,500 13,529 36.444

2001-02 6,180 1,026,000 60,300 14,476 37.056

2002-03 6,329 1,076,000 63,200 15,489 37.666

2003-04 6,489 1,128,000 66,100 16,573 38.252

2004-05 6,638 11182,000 69,200 17,899 38.838

SOURCES:
(a) K-12 average daily attendance (ADA): history from California's

Office of the Legislative Analyst, projections from the Department
of Finance.

(b) Personal Income from Tables 2.4 and 2.10.
(c) The "State Appropriations Limit (SAL)" portion of the General

Fund, defined by Propostion 98, is the "General Fund" input to
the Proposition 98 formulas. The 1994-1995 estimate that SA'
is 97.2% of the General Fund is typical of past years, and it
is applied to the General Fund projections in Table 2.19 to obtain

the SAL projections presented here.
(d) Property taxes from Tables 5.1 and 13.1
(e) California's total population from Table 2.19.



92

Table 8.3

General-Fund Expenditure on K-14
Education Under Proposition 98/111

(8 Millions)

Fiscal
Year

Prop. 98
Minimum
Spending

Non-
Prop. 98
Spending Total

1987-88 13,310 1,759 15,069
1988-89 14,630 1,022 15,652

1989-90 15,880 718 16,598

1990-91 15,460 721 16,181

1991-92 17,480 830 18,310

1992-93 16,410 1,242 17,652

1993-94 14,020 1,523 15,543

1994-95 14,650 1,770 16,420

1995-96 15,140 2,270 17,410
1996-97 16,470 2,090 18,560
1997-98 17,740 2,220 19,960
1998-99 18,710 2,340 21,050
1999-00 19,800 2,470 22,270
2000-01 20,760 2,590 23,350
2001-02 21,770 2,720 24,490
2002-03 22,820 2,853 25,670
2003 04 23,960 2,980 26,940
2004-05 24,900 3,120 28,020

NOTE: "Proposition 98 minimum spending"
estimated by the model using the inputs
in Table B.2. This comes from the General
Fund. "Non-Proposition 98 spending
from the General Fund" includes debt
service and retirement costs, estimated as
4.4% of general fund revenue (the average
of the 1994 to 1996 estimates in the
Governor's Budget Summary 1995-1996).
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Table B.4

Total Expenditure on K-14 Education Under Proposition 98/111
by Source of Funding ($ Millions),

California, 1994-2005

Fiscal
Year

General
Fund

Property
Taxes

Federal
Funds

Special
State
Funds

Other
Local

Revenue Total

1993:94 15,54-3 9,666 2,283 39 2,778 30,309

1994-95 16,420 9,956 2,388 41 2,908 31,712

1995-96 17,410 10,305 2,523 43 3,071 33,352

1996-97 18,560 10,717 2,669 45 3,248 35,238

1997-98 19,960 11,253 2,816 48 3,427 37,504

1998-99 21,050 11,928 2,963 50 3,606 39,597

1999-00 22,270 12,643 3,118 53 3,794 41,879

2000-01 23,350 13,529 3,283 56 3,996 44,213

2001-02 24,490 14,476 3,460 59 4,210 46,694

2002-03 25,670 15,489 3,649 62 4,440 49,310

2003-04 26,940 16,573 3,854 65 4,688 52,120

2004-05 28,020 17,899 4,061 69 4,939 54,988
SOURCES:
(a) General Fund from Table B.3.
(b) Property taxes from Table B.1.
(c) Federal funds, special funds, and other local revenue projected,

assuming that real amounts per K-12 and per CC student are constant at
their 1993-1994 levels; see Table B.2 for the student counts.

inc



Table B.5

Total Expenditures on K-14 Education
Under Propostion 98/111,

California, 1994-2005

Fiscal Nominal
Ltar_A millioriillions

Real Real
1994 $ 1994 $

P_t_Capla
1993-94 30,309 30,309 950

1994-95 31,712 30,788 947

1995-96 33,352 31,438 947

1996-97 35,238 32,248 952

1997-98 37,504 33,322 965

1998-99 39,597 34,157 971

1999-00 41,879 35,073 979

2000-01 44,213 35,949 986

2001-02 46,694 36,861 995

2002-03 49,310 37,792 1,003

2003-04 52,120 38,782 1,014

2004-05 54,988 39,724 1,023
SOURCES: Tables B.4 and 2.19.

Table B.6

General-Fund Expenditures on K-14 Education
Under Proposition 981111,

California, 1994-2005

Fiscal
Year

Nominal
($ millions)

Real Real

1994 $ 1994 $
(8 millions] Per Capita

% of
General

Fund

1993-94 15,543 15,543 487 38.8

1994-95 16,420 15,942 490 38.5
1995-96 17,410 16,411 494 38.8

1996-97 18,560 16,985 502 38.9
1997-98 19,960 17,734 514 39.4

1998-99 21,050 18,158 516 39.5

1999-00 22,270 18,651 521 39.6
2000-01 23,350 18,986 521 39.5

2001-02 24,490 19,333 522 39.5
2002-03 25,670 19,674 522 39.5
2003-04 26,940 20,046 524 39.6

2004-05 28,020 20,242 521 39.4
SOURCES: Tables B.4 and 2.19.

1 0 7
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